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PROFESSIONAL ETHICS OF CERTIFIED PUBLIC ACCOUNTANTS 


By John L. Carey, Executive Director, American Institute of CPAs 


In his new book, Mr. Carey makes a thorough, up-to-date study of the ethical 
concepts and rules which govern the accounting profession. He shows how they 
apply to specific areas of professional conduct and discusses certain unresolved 
questions which confront today’s practitioners. As a sound introduction to the 
professional aspects of public practice, the book will be especially valuable to 
students preparing for a career in accounting. Cloth bound, $4. Paper bound, $3.* 


PRACTICAL APPLICATIONS OF ACCOUNTING STANDARDS 
By Carman G. Blough, Research Director, American Institute of CPAs 


Every reader of The Journal of Accountancy is familiar with Accounting and Audit- 
ing Problems, Carman G. Blough’s monthly column of comments on unusual and 
difficult questions which arise in actual practice. This new book now brings together 
more than 200 of these discussions, carefully edited and selected for their permanent 
value and interest. Drawn from ten years of Mr. Blough’s published writings, the 
volume covers a wide range of practical problems which are certain to be of interest 
to practicing accountants and students. Arranged by subject and fully indexed. Cloth 
bound. $6.* 


GENERALLY ACCEPTED AUDITING STANDARDS 
Their Significance and Scope 


The American Institute’s committee on auditing procedure has prepared this special 
report to provide the accounting profession with a clear, up-to-date statement on 
this important subject. The pamphlet outlines the professional qualifications ex- 
pected of the auditor and his exercise of professional judgment in the conduct of an 
examination. Standards of field work and reporting are discussed in detail, with 
emphasis on such important subjects as the auditor’s independence, preparatory 
planning, evaluation of internal control, and the auditor’s report. Paper bound. $1.* 


* A 40 per cent educational discount is allowed to schools 


and instructors on orders for the above publications. 


AMERICAN INSTITUTE OF 
CERTIFIED PUBLIC ACCOUNTANTS 
270 Madison Avenue New York 16, N.Y. 
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for your fall tax classes. . . 


FEDERAL 


TAX COURSE 
1959 


Federal Taxation Teachers—here is your “teacher's text” 


. carefully edited, thoroughly revised and simplified, 1959 
CCH Federal Tax Course is designed to save you time in 
effectively teaching today’s federal taxation classes 


REVISED 
. « « realistic, practical, the CCH Course places sharp emphasis SIMPLIFIED 
on student understanding in every one of over 1,100 pages 
DEPENDABLE 
‘ hundreds of logical examples illustrate and explain com- UP-TO-DATE 
plex points 
TEACHABLE 
. over 400 searching problems stress practical application 
for student practice (solutions available separately) BOUND IN DURABLE 
FLEXIBLE COVER 


two filled-in tax forms books explain, step-by-step, correct 
preparation of various income tax return forms, with 
student problems booklets and blank tax forms included 


. helpful Teacher's Manual frees you from tedious 
routine preparation 


© Easy to Understand, Easy to Teach— 
Adopted in Literally Hundreds of Schools 
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TRAINING FOR AN ACCOUNTING CAREER* 


R. J. CANNING 
Consultant, General Electric Company 


before someone invented conventions, 

training courses, seminars, discussion 
groups and roundtables. Perhaps you saw 
a brief article in the New York Times last 
year reporting a convention of witch doc- 
tors in South Africa. It seems that over a 
hundred of them from all over South Africa 
met in Pretoria to discuss their mutual in- 
terests and, as you might expect, they ar- 
rived at a standard remedy to solve all the 
problems of the witch doctoring business— 
they decided to start a training course. 

I think that the witch doctors may be in 
danger of exposing themselves to an al- 
together too common hallucination—that 
the existence of a training program im- 
plies that the process of education is also 
taking place. In the words of George 
Gershwin’s famous song—‘“‘It Ain’t Neces- 
sarily So.” 

This is a constantly recurring concern 
we have with our financial training pro- 
gram in General Electric, and I would cer- 
tainly not want to attempt to convince 
you that our program is the only sound ap- 
proach to training financial executives. 
However, I do feel that we can support 
some of our views by virtue of the fact 


G tres I wonder what people did 


* This paper was presented at the Annual Meeting of 
the American Accounting Association at Madison, Wis- 
consin, on August 28, 1957. 
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that we have been at it a long time, Gen- 
eral Electric having inaugurated a formal 
business training program in 1919, through 
which we have subsequently processed 
over 4,400 men. In that length of time, you 
learn some things the hard way and, while 
many of the forms, techniques, methods 
and practices may change over the years, 
you do tend to cling to a few fundamental 
principles which seem to have proven 
themselves time and time again. 

At the outset, I would also like to make 
one observation which I think is quite 
fundamental. In General Electric, as in 
many other companies, we describe this 
general field of activity as personnel devel- 
opment, When we use the word “develop- 
ment” in General Electric, we specifically 
mean “self-development.” The basic fact 
is that neither you nor I, nor anyone, de- 
velop other people. People really develop 
themselves, and about all we can do is to 
help them define their objectives, appraise 
their own talents, and provide some of the 
tools and techniques which will enable 
them to develop themselves. I think this 
elementary principle is very important for 
the understanding of both those being 
trained for financial work and those who 
are functioning in the role of coaches. 

Next, some general statistics, and I 
hope I will not lose your interest in citing 
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them. My purpose is not to impress you 
with the scope of our work in General 
Electric, but rather to orient you to our 
program. 


General Electric’s present dollar volume is 
around $4 billion, compared with only $300 
million only 20 years ago. Based upon the pro- 
jected growth pattern of the electrical industry, 
it well may double again in the next decade. 

We have 159 manufacturing plants located in 123 
cities in 31 states, 2 provinces and Puerto Rico. 

We have around 280,000 employees. 

General Electric is a decentralized organization 
with more than 100 Product Departments— 
each responsible for its own business. 

We manufacture and market 350 major product 
lines with more than three million variations of 
these products listed in our catalogues. 

We have approximately 15,000 accounting and 
financial clerical employees with about 1,000 
key financial positions. The Managers-Finance 
of our more than 100 Product Departments, 
which may range from $5 million to $150 mil- 
lion in annual volume, are fully the equivalent 
of the Comptroller of any independent com- 
pany with business of that size. 


Providing these Managers of Finance 
and other financial executives for this di- 
versified and widespread organization is 
the objective of our training program. To 
point up the long-range aspects of our pro- 
gram and the interest and concern we have 
in making certain that the quality of per- 
sonnel, their training and future oppor- 
tunities are kept constantly in mind, I 
would like to mention the responsibilities 
of General Electric’s financial manage- 
ment personnel, which includes these three 
broad areas: 


Managing 


First of all, of course, is the managing of 
a line organization that must perform effi- 
ciently these accounting and finance oper- 
ating tasks: 

General Accounting 

Tax Accounting 

Product and Distribution Cost Accounting 
Personnel Accounting 
Budgets and Measurements 
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Auditing 

Cash and Banking 

Credits and Collections 
Insurance 

Procedures and Data Processing 


Personal Work 


Equally important is the personal con- 
tribution of the Manager of Finance to 
other management personnel using the 
data compiled by his organization. For 
example, the personal work of a Manager 
of Finance includes these responsibilities: 

1. Counsel and advise the General Manager 
and other functional Managers on account- 
ing and financial matters. 

2. Study, analyze and interpret the results of 
Company and functional operations to the 
General Manager and other functional 
managers. 

3. Review, appraise and certify all statements 
and reports relating to the financial results 
and budgeted operations of the Company. 

4. Participate in negotiations relating to con- 
tractual arrangements with Government 
and major commercial customers. 

5. Assist management by advice, analyses 
and counsel in the planning of long-range 
financial objectives of the Company and 
with respect to financial aspects of all long- 
range planning. 


Protect and Conserve 


Finally the finance organization must 
protect and conserve the investment of 
our shareowners through effective financial 
controls. 

In citing these previous statistics as well 
as the responsibilities of finance in General 
Electric, I want to make it clear that my 
purpose is not to overwhelm you with size 
numbers and duties but rather to point out 
that the success of our entire financial per- 
sonnel development program is dependent 
on the quality of personnel. Thus, I feel we 
all meet on common ground since our ob- 
jectives, experiences and many of our con- 
clusions are fully applicable to any other 
business organization regardless of type, 
size or location. 
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There are three basic steps in any per- 
sonnel development program: 
1. Selective recruiting and employment. 


2. Comprehensive and thorough training. 
3. Careful appraisal and prompt promotion. 


Let me discuss these briefly. 


Recruiting 

This phase of our financial personnel de- 
velopment program began some 38 years 
ago, in 1919, when the first planned cam- 
pus visits were conducted. Today we visit 
many of the colleges and universities repre- 
sented here and interview those students, 
who we believe, will be best suited for the 
opportunities we offer. Because of our 
needs, the scope of our business and past 
experience, we not only employ men who 
concentrate in accounting and business 
administration but also those who major 
in other subjects. Between 200 and 250 
college graduates join us each year, this 
number being determined by manpower 
studies and projected growth of our Com- 
pany. Recruiting and educational relations 
activities are certainly a subject by them- 
selves, so I will only mention that in this 
area the prime objective, of course, is one 
of selectivity. Our aim is to select, with your 
assistance and counsel, top-grade men— 
not necessarily the top 5% or 10% from 
the standpoint of arithmetical grades, but 
from a balanced review of scholastic abil- 
ity, extracurricular activities, personality, 
social adaptability and leadership—quali- 
ties which we have found to be basic to 
success in the industrial financial manage- 
ment field. 

Our selection process starts with a plan- 
ning program developed by our central 
educational relations and recruiting staff 
located in New York City. In addition to 
campus visits made by this group, we rely 
heavily on our Managers of Finance, many 
of whom are located close to your cam- 
puses and alumni of your schools. We are 
fortunate in that most of our Managers of 
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Finance are themselves products of our 
training program and as a result are not 
only able to discuss opportunities at first 
hand but can readily point out the type of 
experience which a man will receive with us. 

Selection of people is, of course, any- 
thing but an exact science and I would not 
contend for a moment that we are always 
successful. Certainly, however, a key fac- 
tor in the selection process is to maintain 
high standards; and so for this reason in 
our recruiting we would like to see a po- 
tential Comptroller, Treasurer or Man- 
ager of Finance of a product department 
in each of the men we send an offer of em- 
ployment, rather than hoping that the law 
of averages will somehow produce them 
for us. 


Training 

Once a man has been selected for our 
training program and is in our employ, we 
embark upon a dual approach to financial 
training. First and most important, we be- 
lieve, is on-the-job training. We heartily 
subscribe that people learn best by doing 
and that there is no adequate substitute 
for this method of developing functional 
knowledge as well as administrative skill. 
All of the program members are at the out- 
set assigned to specific jobs, generally in a 
product department. Within practical 
limits they are rotated within the 3-year 
period to the various areas of financial 
work. By this means we are able to expose 
a potential Manager-Finance to the be- 
ginning kinds of work which he will even- 
tually head up. Our aim is not just to move 
a man from one beginning kind of work to 
another but rather to work of increasing 
importance such as supervisory positions 
or special assignments. 

On-the-job training we believe accom- 
plishes the following for an individual: 


1. He learns to work. 
2. He learns the fundamentals of a business. 
3. He learns the primary functions of financial 


‘4 
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work and gains an appreciation of their 
significance and potential contribution. 

4. He learns the importance and significance of 
good administration, first as a worker, and 
secondly as a supervisor. 


Equally important in the training por- 
tion of financial personrel development is 
our evening classwork program. It is not our 
purpose to repeat the good work which 
you people are doing on the campus, but 
rather to implement and to supplement 
theory by means of seminar discussion 
groups limited to 6 to 8 trainees to bring 
into focus the application and practices of 
GE accounting procedures. Discussion 
leaders of our after-hours seminars meet 
with the men on the program two hours, 
one night a week, for 14 weeks. We of- 
fer five 14 week semesters of instruction 
in General Electric accounting and finan- 
cial matters. We also give a college-type 
principles of accounting course for those 
who have had little or no accounting, or 
who after having been in military serv- 
ice, are rusty on their fundamentals. Our 
course work program covers all of the 
functions of financial work found in a prod- 
uct department. Again, we have the ad- 
vantage of operating a program for a good 
number of years in that the discussion 
leaders themselves are key financial people 
who at one time participated as students 
and now bring to class their experiences as 
Managers. Naturally we do not claim that 
these people who lead our seminars are 
skilled as you people are in educational 
techniques and knowhow, but they are 
able to bring to class their own experience 
and knowledge of our business. Our 
courses are formalized in that we follow 
the university patterng of homework, 
quizzes, mid-term and final examinations. 
Of paramount importance here, as is true 
with the on-the-job assignments, is preach- 
ing the process of self-development where- 
by with added effort, application and 
study our men can progress as fast as they 
demonstrate their abilities. 
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Our training assignments do not rotate 
a man rapidly throughout the United 
States as a sort of whirling dervish, but 
rather have him remain in a specific prod. 
uct department during his basic period of 
development since we believe it more im- 
portant that the man become intimately 
acquainted with one area of work rather 
than have a surface impression of many, 
Learn by doing, in other words, in a familiar 
environment, is one of our training prin- 
ciples. In addition, by remaining in the 
same organization, supervisors and man- 
agers can really get to know the individual 
and more accurately appraise his capabil- 
ities and talents. Here we are putting a 
great deal of responsibility on management 
by asking them to coach the future finan- 
cial personnel of the Company. 

At the conclusion of the three year Busi- 
ness Training Course with its rotating as- 
signments and classwork, men are then 
placed in further responsible Manager or 
specialist positions. For example, a man 
may become a plant accountant, or per- 
haps a specialist in the area of budgets and 
measurements. Others are assigned to our 
traveling auditors staff for a period of two 
to four years. As many of you know, we 
maintain an auditing department of over 
100 men whose primary responsibility is 
to conduct professional Company-wide 
audits which from a training standpoint 
serve to acquaint staff members with the 
many facets of the Company, thus devel- 
oping their experience, their initiative and 
their maturity. 

We believe also that education and self- 
development never stop. In the finance 
area we offer a continuing series of ad- 
vanced financial seminars to our top 
people in the various areas of the finance 
function. For example, we have just com- 
pleted a one week seminar in product cost 
accounting where 16 of our key people in 
this area met to examine current cost prac 
tices, to share mutual problems and, in 
addition, to think ahead to new and im- 
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proved ways of performing this important 
work in the Company. General Manage- 
ment Training for members of all func- 
tional areas is conducted at our Advanced 
Management Institute at Crotonville, 
New York. This is a 13 week program de- 
voted to exploring not engineering, or 
manufacturing, or financial techniques, for 
example, but rather the science of manage- 
ment itself. 


Inventory and A ppraisal 


The third key factor in a training pro- 
gram is Inventory and A ppraisal, with the 
philosophy of prompt promotion for those 
who should be moved to more responsible 
positions. The appraisal process is a 
method of inventorying the human assets 
of an organization on a systematic and 
orderly basis. If we are going to assist in 
the development of people, the necessity of 
an accurate inventory is fully as important 
as it is in the case of physical assets. And 
even more than with physical assets, the 
status of a human resources inventory is 
dynamic—never static. Too often we find 
the tendency to judge or appraise an in- 
dividual in terms of how we knew him 
years ago. If our training and development 
programs are really effective, the man we 
knew five or ten years ago may be an en- 
tirely different man today. Our inventory 
and appraisal work must be constantly 
kept up to date, not only through current 
appraisals, but by maintaining a care- 
ful record of the individual’s progress 
throughout his entire business caree*. 

_ [think I can really sum up the matter of 
inventory and appraisal by emphasizing 
that there is no substitute for knowing your 
people. It is highly important that inven- 
tory records, personal appraisals, etc., be 
established on a scientific basis and care- 
fully followed. Even so, for those in charge 
of training and placement, the best and 
latest scientific records will never be an 
effective substitute for either personal ac- 
quaintance or the appraisal of another per- 


Training for an Accounting Career 


$63 


sonal acquaintance whose judgment is 
sound. 


Current Aspects of Training 

I realize that much of what I have been 
saying could apply to any other function as 
well as finance, and I think this is necessar- 
ily true because the same basic human 
problems are present regardless of the 
specific function. However, there are three 
basic reasons why we do fee! that this sub- 
ject of training is particularly important 
in financial work and in General Electric in 
particular. 

A. Growth of the Electrical Industry— 
General Electric is a member of an in- 
dustry which has not only seen a tremen- 
dous growth in the past but looks forward 
to an even greater potential in the future. 
The electrical industry has had a consist- 
ent habit of doubling every ten years and 
even the most conservative estimates in- 
dicate that this growth pattern will con- 
tinue. In recent years, we have gone 
through a large program of decentraliza- 
tion, which, coupled with the growth of the 
industry and business itself, has placed 
tremendous requirements on us for trained 
financial personnel. We have been able to 
meet these requirements through the fore- 
sight of others in starting our training pro- 
gram many years ago with quality person- 
nel which you people have supplied us. 
You can consequently see why we are 
keenly aware of the responsibilities we 
have in the years to come. 

B. Technological Revolution—In past 
years, a great portion of our financial work 
and the responsibilities of financial execu- 
tives have been the supervision of large 
clerical forces. We have had somewhat of a 
mild revolution in accounting and statisti- 
cal methods with the development of pres- 
ent equipment but the advent of the elec- 
tronic computer and electronic data proc- 
essing may herald a “Second Industrial 
Revolution” and nowhere will the impact 
be greater than in our area. The ultimate 
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possibilities in new information for man- 
agement, cost reduction, and above all, the 
advance in timeliness in securing data, 
open up almost limitless fields hitherto un- 
explored. There is certainly the possibility 
that much manual clerical work as we now 
know it may become a vanishing activity. 

C. Scientific Management—With the 
continuing growth of automation and other 
complexities of modern business, manage- 
ment is developing rapidly as a science and 
a profession. With this accelerated ap- 
proach to scientific management is coupled 
even greater responsibilities for financial 
management. And I am not referring here 
solely to increasing complexities such as 
are found in the tax function or deprecia- 
tion or any other technical aspect you 
might mention. I am referring more to the 
imperative demand that will be made for 
entirely new measurements of business 
activities, of entirely new procedures and 
the new controls and techniques which will 
be required under new concepts of distri- 
bution. These are the real interesting and 
stimulating horizons for financial manage- 
ment. And it is in this area where we have 
our greatest opportunities and challenges. 

I have been describing just one type of 
personnel development program which has 
been successful, without prejudice to the 
many other good programs which may 
differ widely in detail. However different 
in detail, every program in our opinion 
should be built around the objective of at- 
tracting, training and fully utilizing the 
highest-quality talent available. Perhaps 
most of all, we believe that a successful 
program must be based on the philosophy 
that every man is an individual, that he 
wants to be known and treated as an indi- 
vidual, and that his best interests will al- 
most always coincide with the ultimate 
best interests of the Company. 

Now that I have covered, as advertised, 
an industrialist’s view of training for an in- 
dustrial accounting career, perhaps you 


might be interested in some observations 
on the individual who is all-important to 
members of the American Accounting 
Association. He is, of course, the college 
graduate, important because of what he 
thinks about his employment, how he has 
reacted to his prior academic background 
and what we notice about him. My state- 
ments in no way should be construed as an 
attempt to re-make the curriculum or to 
point an individual specifically to our 
Company. Perhaps, however, my com- 
ments may be of interest to young men 
now under your direction in convincing 
them to think early in the game about 
their self-development and about their re- 
sponsibilities in the education and training 
process. 

I have talked with a number of our 
financial executives during the past several 
weeks thinking ahead to our meeting here 
and have asked them to comment on any 
particular shortcomings of college gradu- 
ates now under their supervision, that is, 
what traits, characteristics and abilities 
they believe have been given least atten- 
tion by today’s young man. 

I am sure this will come as no surprise to 
you; I expected it myself, but I was im- 
pressed with the unanimity of the opinion 
as to the lack of ability to communicate. 
It was put in different ways, such as: 

“T wish our men were able to write more clear- 
ly and concisely.” ‘When I ask for a memoran- 
dum, I certainly wish that I could look forward to 
receiving a clear and concise report.” “Many of 
our young men do not seem to have the ability to 
express themselves clearly in writing.” 


The individuals with whom I talked are 
not concerned with flowery language, but 
with clear, concise and to-the-point re 
porting. One of our key people stated that 
poor writing is a result of fuzzy thinking. 
In his opinion, a person who understands 
the problem well should be able to express 
it in writing. 

I realize that these are comments we 
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have heard before, that industry is all too 
inclined to blame the colleges, the colleges 
the high schools, the high schools the 
grammar schools and being a parent my- 
self, I guess the grammar schools look to 
us. My point is that I am certain you 
would be doing your students a service, as 
Iam sure you are doing, in continuing to 
emphasize that business executives are in 
dire need of men who can express them- 
selves concisely. Perhaps your students 
would be impressed with the statement of 
one of our people who believes that inabil- 
ity to write acceptably is the key factor 
which most stands in the way of progress 
and promotion. This gentleman assumes 
that personality and technical qualifica- 
tions are present for advancement in fi- 
nance work. His point is that at a certain 
level in management an individual’s writ- 
ing is no longer subject to correction by 
his boss and that his reports and analyses 
go directly to the officers of the Company. 
Thus writing stands at the top of the list of 
abilities for that next most important job, 
and failure here could mean a levelling-off 
process. At a minimum certainly we should 
urge students not to be satisfied with their 
first thesis attempt but to really take up 
the banner of self-development and to try 
to do an outstanding job in the reports 
they prepare for you. 

Another comment that many of our 
people made to me and again one that you 
might expect, has to do with the field of 
human relations—that is, the ability to 
get along with others and the ability to 
understand the other chap’s point of view. 
I believe this is especially applicable in the 
accounting area since industrial financial 
personnel must deal with, explain, inter- 
pret and analyze the finance area to engi- 
heers and to manufacturing, marketing 
and employer-relations personnel—to 
work with them and to help them under- 
stand the business and where it is going. 

Another asset which will become in- 
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creasingly important is, of course, the de- 
velopment of mathematical skills, in view 
of the office automation that is upon us. 
I don’t mean that each individual coming 
into the accounting area must be a mathe- 
matics major but certainly he should have 
enough of an understanding of mathemat- 
ics so that in working with electronic pro- 
grammers he can explain what he wants, 
since perhaps it is doubtful that the pro- 
grammer will have a complete understand- 
ing of accounting. In addition, and be- 
cause of office automation, accounting and 
finance work is becoming an area of analy- 
zation and estimation which requires 
mathematical knowledge in contrast with 
the past process of just data accumulation. 

Another concept you might wish to 
carry back to the classroom are the new 
opportunities in accounting and finance in 
fields such as distribution cost accounting, 
financial measurements and office proce- 
dures and integrated data processing. Oc- 
casionally we have a feeling that account- 
ing majors believe that the only important 
place in industrial accounting is in the 
corporate books area. Certainly, general 
accounting is important, but with many 
students concentrating in accounting 
theory, all of us suffer from a lack of per- 
sonnel who are interested in the other 
equally important aspects of financial 
work. 

At six months intervals during the 
training period, we ask our finance man- 
agers to appraise each man in training and 
to counsel with him as to his pluses and 
minuses. Again from the standpoint of ad- 
vising your students, you may be inter- 
ested in a listing of traits where person- 
nel were constantly downgraded such as: 
“lacks self-confidence” ; “should have more 
imagination” ; “lacks forcefulness” ; “doesn’t 
have enough tact”; “doesn’t organize his 
work”’; “should be more aggressive”; and, 
this is surprising for an accounting major 
—“lacks accuracy.” 
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On the other hand, we, of course, come 
in for criticism on the part of some of our 
young men who state that they do not get 
enough responsibility. Perhaps we are at a 
“chicken and an egg” stage; the trainee’s 
lack of aggressiveness and in turn his stat- 
ing he does not get enough responsibility. 

Finally, as to what college graduates 
themselves think as they look back on 
their college education. Some of you may 
have seen a recent General Electric publi- 
cation entitled “What They Think of 
Their Higher Education.” Over thirteen 
thousand college graduates employed in 
GE recently completed a survey which 
covered such points as: 


1. What areas of college study have contrib- 
uted most to your present position of re- 
sponsibility? 

2. What areas of college study contributed 
least? 

3. What specific areas of study or courses 
would you recommend most highly to 
young high school graduates entering col- 
lege who aspire to a position of business re- 
sponsibility? 

4. If you were starting life again would you at- 
tend the same college and take the same 
program of study? 


There were other questions asked too, but 
I thought you would be most interested in 
the summary findings from these particu- 
lar questions. 

Forty-five per cent or slightly over 6,400 
of the more than 13,000 replies were from 
non-engineering graduates. Of this num- 
ber, 2,440 were from business administra- 
tion majors. We did not break down 
further the business administration area 
into major subjects such as accounting, 
marketing and so forth, but inasmuch as 
business administration majors at one 
point or another in their college work take 
an accounting course, the findings, I think, 
will be of interest to you and perhaps also 
serve to support some of the statements I 
have just made. 

As to the first question, “(What areas of 


college study have contributed most to 
your present position of responsibility,” 
the following courses were listed in order of 
importance: 

1. English 
2. Mathematics 
3, Economics 
4, Accounting 
5. Business 


The second question, “What Areas 
Contributed Least,’’ was somewhat diffi- 
cult to tabulate since it would be easy to 
assume that the results indicate a lack of 
value for many college study areas. The 
respondents pointed out, however, that 
the replies signified only a lack of direct 
contribution to their personal business 
careers. There was a great uniformity in 
their replies to this question, however, and 
a standard pattern showed history, foreign 
language and miscellaneous science con- 
tributing least. Incidentally, and I am 
sure you will be pleased to know this, Ac- 
counting was not even included in the per- 
centage of total replies to this question. 

Courses our people would most recom- 
mend to young high school graduates 
entering college indicate a balanced pro- 
gram of study encompassing some work in 
science, the humanities, social science and 
business. Business Administration majors 
would advise high school graduates to take 
English, Communication and Expression, 
Economics, General Business, and Mathe- 
matics as preparation for management re- 
sponsibility. Interestingly enough, with 
the exception of Engineering, which came 
in for second mention, the engineering 
graduates canvassed also replied the same 
way. 

As to the fourth question, “If you were 
to start life again, would you attend the 
same college and take the same program of 
study,” here again you will be pleased with 
the replies of Business Administration de- 
gree recipients. Seventy-nine per cent 
would choose the same college and 70% 
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the same course in contrast with 74% and 
53%, respectively, of all other non-techni- 
cal graduates. An over-all review of the 
non-technical graduates shows that Busi- 
ness Administration graduates were the 
most satisfied with the program pursued. 

While the foregoing comments are some- 
what removed from the subject of training 
on which I was asked to speak, I did want 
to bring out these points since they have a 
direct bearing on training for accounting 
careers—in other words—training is not 
possible without quality college graduates 
—properly prepared and keenly inter- 
ested in their self-development. 

Every person in this room is engaged in 
the great challenge of educating and train- 
ing promising young people for account- 
ing and financial work. We know that our 
work demands the very best people avail- 
able; certainly, our discussions and round- 
tables here are of no value unless we at- 
tract the right personnel. 
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And so let me close by mentioning that 
we should do more work in attracting com- 
petent high school students and college 
freshmen by acquainting them with the 
challenges and opportunities in Account- 
ing. Much is being done and will be done in 
this direction by the American Accounting 
Association, the Comptrollers Institute 
and others, but somehow or other we’ve 
got to overcome the concept of the book- 
keeper, his high stool and his green eye 
shade. I don’t believe it can be done, 
frankly, until somehow we can convince 
the magazine writers, the Hollywood di- 
rectors and the TV producers that the ac- 
countant is not automatically the skinny, 
frightened, stodgy man who can only add 
figures and who automatically loses the 
girl in every story I’ve ever read, but 
rather in today’s public, industrial, edu- 
cational and government accounting world 
is helping to shape and direct our Ameri- 
can economy. 
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THE NEED FOR AN ACCOUNTING COURT* 


LEONARD SPACEK 
Partner, Arthur Andersen & Co. 


of appearing before you today—es- 
pecially to discuss the particular sub- 
ject assigned to me. 

For you to understand my comments, I 
must explain the premises from which I 
speak. As most of you know, I am a prac- 
ticing accountant—I speak from that 
point of view. My views are influenced by 
the hard everyday practical realities of my 
function in saying to the layman who reads 
financial statements that such statements 
can be relied upon. I find no satisfaction at 
this level of service to the public in any 
high-sounding theory of economic controls 
or regulation, or that an overstatement of 
income today may be atoned for by an 
understatement some time in the future. 
Our work in reporting income to owners of 
businesses is so practical that it is equiva- 
lent to food and rent to the people we re- 
port to. What we, as a firm of accountants, 
say about the financial statements of a 
company must be said in a brief para- 
graph. We do not generally meet our 
reader face to face to answer questions or 
discuss the financial statements of the 
company involved. While the statements 
are the company’s and we examine them 
and express our opinion about them, we 
can and in most instances, we do influence 
the financial presentation, including foot- 
note explanations. 


I AM HIGHLY HONORED by the privilege 


Our Responsibilities to the Public 


It must be kept in mind that the state- 
ments certified are not ours but are our 
clients—and our clients do not care to 
mix explanations of accounting theory 


* This paper was presented at the Annual Meeting 
of the American Accounting Association at the Univer- 
sity of Wisconsin, August 27, 1957. 
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with explanations of their business. Nor 
can we pass on to our readers the responsi- 
bility for appraisal of differences in ac. 
counting theory. Those fields are for you 
and me to grapple with, not the public. In 
general, clients are not primarily inter- 
ested in arguments of accounting theory 
at the time of preparing their reports. The 
companies whose accounts are certified are 
chiefly interested in what is said to their 
shareholders, and in the hard practical 
facts of how accounting rules affect them, 
their competitors and other companies, 
Usually they are very critical of what we 
call accounting principles when these so- 
called principles are unrealistic, inconsist- 
ent, or do not protect or distinguish the 
scrupulous management from the un- 
scrupulous. 

In reporting to the shareholders, corpo- 
rate managements generally feel that they 
must present the financial position of their 
companies in the most favorable light. In 
fact, they have no alternative in our com- 
petitive system. Shareholders want the 
facts about their investment, but they also 
want these facts presented in the best light 
in comparison with other companies so 
that a favorable effect on market value 
will result. This is natural because they 
want the best price possible for their in- 
vestments if they desire or are required to 
sell, or even if they have no intention of 
selling. They want the financial statements 
prepared on a basis comparable with other 
companies in the same industry or in other 
industries. Thus, the idea that accounting 
principles meet the test of public needs, 
even though they are not consistently ap- 
plied among companies, violates the very 
purpose for which the statements are used. 
A high-sounding contrary theory that this 
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is impracticable may be presented as an 
excuse for inconsistency, but it is no justifi- 
cation. 

We in the profession must be able to 
ive reasons for the accounting we believe 
aciient should follow. These reasons must 
have real meaning in the everyday econom- 
ics of life. We often hear that the author- 
ity for proper accounting is the “utili- 
tarian concept,” or the utility of the state- 
ments. That concept, however, means 
nothing unless the utility sought is specifi- 
cally defined. Even erroneous accounting 
is “utilitarian” to the unscrupulous. So the 
word “utilitarian” is not used in everyday 
accounting work because it is meaningless. 

Nevertheless, the practicing accountant 
should, in fact must, have a definite ex- 
planation of the utility of every accounting 
principle to be observed if he is to serve a 
professional purpose today. My associates 
and I have given considerable thought to 
this subject, and we have arrived at very 
deep convictions. Yet there is no place 
where these basic criteria of accounting 
principles can be brought to issue. This is 
the reason we need an accounting court. 
In some of these views we may be wrong; 
if so, errors in our reasoning can be demon- 
strated if the profession will but establish 
the basis of its accounting principles. 


How Can We Secure the Basic Criteria 
Under Today’s Conditions? 


Today there is no place where agree- 
ment on basic premises or purposes can be 
argued. Without agreement on these fun- 
damentals it is useless to talk of bringing 
the profession together in the function it is 
supposed to serve. Agreement as to a lot of 
rules on accounting principles does not 
meet our needs if we have no agreement 
on the objectives of such rules and no cri- 
teria on which to base them. 

We have, for instance, ample evidence 
that the public accountant’s primary re- 
sponsibility is to express his opinion on the 
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fairness of the results of the operation of a 
corporation and its related financial posi- 
tion. But nowhere do we find the criteria or 
even an attempt to set criteria as to what 
constitutes fair presentation of income. 
Look through the bulletins issued by the 
accounting organizations and you will find 
very few, if any, criteria consistently pres- 
ent. Instead of standards of measurement, 
attention is focused on techniques. Most 
documents are overburdened with pro- 
cedural comment on how to handle certain 
transactions, but little is said about the 
effect sought, and still more important— 
why. The profession should describe the 
criteria for the end results sought. The 


medi nd legal professions’ objectives — 
dre easily defined—ours-are not. There is 
no need as a profession to describe the 
journal entries and the accounting pro- 
cedures to be followed; that should be left 
to the practitioner. Discussions of method- 
ology are secondary from a professional 
viewpoint; they fall into the same category 
as the discussion of the best form for an in- 
voice or for a flow chart of accounts pay- 
able procedures. 

Our problems in accounting principles 
are so constantly overshadowed by method- 
ology that we fail to clearly express the 
principles involved. We, who are engaged 
in the practice of accounting, feel that we 
have made great progress in our profes- 
sion. How do we know and how is it meas- 
ured? Just recently the President of the 
American Institute stated: 

“Of major concern in financial reporting is the 
determination of profits. It seems hardly neces- 
sary to remind this audience why the methods of 
determining business profits are important. But 
to set the stage for questions I want to discuss, let 
me restate briefly some of the situations in which 
statements of net income of business enterprises 
have significant influence on important deci- 
sions.” 


I agree that this statement should be 
true. That too often it is not true seems to 
me self-evident. Here, for example, is what 
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one of the foremost financial men of our 
country said about his company just thirty 
days earlier: 

“Now yesterday’s witness . . . suggested that 
somehow these (accounting) systems have one 
more important use—that they are valuable for 
managerial decision making. This isn’t so. I can- 
not think of a single major decision that we make 
by going back to the books of account. We cer- 
tainly didn’t rush to the books to find out what 
the dividend rate . . . should be.” 


Unfortunately, this is not an isolated 
view. So when we talk of progress in “ac- 
counting,” we must measure our steps for- 
ward against the increased needs that have 
developed for accounting. If we had met 
those needs as they developed, we could 
feel that our progress had been satisfac- 
tory. The public certainly gets enough ac- 
counting statements—in fact too many, 
But has the quality of these statements im- 
proved as rapidly as the needs have ad- 
vanced? On that score I believe we are los- 
ing ground. 


The Annual Reports of Corporations Are 
Not Prepared for the Ways They Are Used 


In my opinion our greatest deficiencies 
exist in the regular annual reports to 
stockholders. These reports, whether we 
want to believe it or not, are not just re- 
ports to stockholders—they are also an- 
nual reports to the public, to labor, and to 
the consumer. With such widespread use, 
the idea that annual reports should be 
read only by those who understand ac- 
counting cannot be supported. If annual 
reports are to be issued only for those who 
can understand accounting procedures, 
then many stockholders are receiving re- 
ports which they are not expected to be 
able to understand. The man on the street, 
whether he is a shareholder or a member of 
the public, has a right to assume that he 
can accept as accurate the fundamental 
end results shown by the financial state- 
ments in annual reports, without knowing 
all the underlying theory on which those 


statements are based, the same as he ac. 
cepts conclusions from a doctor or lawyer 
without knowing the intricacies of medica] 
or legal theory upon which his conclusions 
are based. 

The readers should not have to, and 
most of them could not, evaluate the effect 
of alternative accounting principles or 
conventions simply on the basis of disclo. 
sure. A reader should, and has a right to, 
assume that the correct method of record- 
ing a transaction was followed, and that 
corresponding transactions are handled 
the same way by all companies. Thus, he 
has the right to make comparisons among 
companies without having to assume the 
difficult, if not impossible, responsibility of 
making mental proforma adjustment to 
make the figures comparable. 

We cannot assume, simply because men 
have achieved success in one field, that 
they must know and can decipher account- 
ing procedure and its end result. Witness 
this statement by the columnist Sydney J. 
Harris of a few weeks ago: 


“Moreover, I have neither the talent nor the 
patience to study the reports and analyses, the 
averages, and the trends, that are requisite for in- 
telligent participation in the investment field.” 


And then at a recent press conference 
President Eisenhower, on the subject of 
price level depreciation, made this state- 
ment which clearly shows a woefully in- 
adequate understanding of the subject. 
He said: 


“One side gives you a list of statistics and 
shows you what this means. For example, the 
manufacturer who is putting 500 million dollars 
into a factory to make new jobs and greater pros- 
perity in this country will show you that his 
write-off of taxes, extending over 25 years, will 
finally be in dollars that are much cheaper than 
he had to put in to build the thing, because the 
dollar tends to inch up on him all the time. There- 
fore, he thinks he should have a faster write-off 
or he should have his write-off on the basis of 
what it is going to cost him to replace these facili- 
ties, rather than what the original cost is. 

“The other side comes in and shows you all of 
the privileges exercised by the board of directors, 
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and how much wages, what stipends, they get and 
so on, and it is very difficult, at least for me, to 
find out where justice lies on this point.” 


If our accounting principles do not pro- 
duce results which the President can under- 
stand, surely we are not properly serving 
the man on the street. 

The great change in ownership of cor- 
porate securities in the last 25 years com- 
pels the profession to recognize its re- 
sponsibility to produce meaningful, con- 
sistent reporting which the public can 
understand. It is just as important to pre- 
gent the reasons why a premise that has 
substantial support is not valid as it is to 
state affirmatively what our premises are. 
Whereas, a generation or two ago corpo- 
rate ownership was concentrated in the 
hands of a relatively few, today we have 
mass ownership of corporate securities. 
The accounting profession must recognize 
this change and prepare reports that 
everyone can use without adjustment for 
alternative accounting methods. 

Stockholders’ reports are not prepared 
for the purpose of buying and selling 
securities. This is clearly indicated in 
many of them. The fact remains, however, 
that there is no source of financial informa- 
tion on corporate activity that is as widely 
used in making decisions to buy and sell 
securities. And how are these reports used 
for such purposes? Look at any of the in- 
vestment brochures and you will find that 
they almost always present the financial 
data on a comparative basis with other 
companies and other industries. The use of 
comparisons to make important decisions 
is probably as old as decision-making it- 
self. 

If this is true, what basis is there for 
alternative accounting practices for the 
same transaction, even though the alter- 
natives fall within the loose framework of 
so-called “accepted accounting principles.” 
We do not have to be profound to recog- 
nize the misunderstandings that inevi- 
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tably arise if comparisons are made of re- 
sults produced by application of divergent 
alternative principles. It is as simple as 
knowing that we should not add apples 
and oranges. 

But what does the public accountant do 
in passing on financial statements that use 
alternative principles of accounting? Does 
he justify the alternative procedure used 
by determining whether it produces the 
most accurate and reliable end result in 
terms of net income? Indeed not. Where 
alternative accounting principles or con- 
ventions are available, it is the client that 
makes the choice. All the public account- 
ant can do is to try to influence the client 
by persuasion, assuming he has a convic- 
tion one way or the other. But mind you, 
he is not required to have a preference as 
long as the alternative principles are all 
generally accepted. If the public account- 
ant has a conviction though, which he is 
unable to persuade the client to adopt be- 
cause the client’s alternative falls within 
the ambit of generally accepted accounting 
principles, which courses are open to the 
public accountant in certifying the state- 
ments, assuming the difference is material? 
He can swallow his convictions or he can 
qualify his opinion on the basis of his own 
convictions, or he can resign. Usually the 
latter two courses are one and the same. 
However, when the accountant is ap- 
pointed by stockholders, the problem can- 
not be solved by resigning. He cannot run 
out on the stockholders without giving his 
view. That is an inherent responsibility of 
his appointment. 

Now what are the arguments when your 
conviction runs counter to the client’s— 
and by the way, in 99 out of 100 cases you 
are arguing for a procedure that would 
show a lower profit than the procedure the 
client wants to follow. 

The first approach is to tell the client— 
and I am limiting that term to the execu- 
tive or financial officer with whom you 
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deal—that the procedure he wants to fol- 
low falls within generally accepted prin- 
ciples, and therefore we are not arguing 
the matter of violation of authorities or 
even the question of qualification. Our 
argument then must be an appeal based on 
a more accurate or a fairer presentation of 
profits and actual earning power of the 
corporation. On this argument, the client 
can usually be convinced. But then the 
client has those to whom he must report, 
and this reporting is by more than one 
person—it is by the whole management 
team and the directors. Who are their 
bosses? Primarily the stockholders; and 
usually many of them are very vigorous 
and vocal. What are their interests? The 
most vocal state their cases emphatically 
and without equivocation. It is to make 
money on their investment—good wages 
on their money invested. 

Here comparison of earnings with other 
companies becomes the dominant factor. 
If the end result can be varied to show 
more profit by changing from one accept- 
able method to another, even though it is 
perhaps less desirable, that is the direction 
in which the pressure will be applied. Keep 
mm mind that the reporting of more and 
more profits to stockholders is just as much 
a competitive factor among managements 
and among companies as are products, and 
properly so. What is particularly impres- 
sive under these circumstances is the 
strength shown by so many corporate 
managements in resisting the pressure to 
adopt the short-term advantage. Of 
course, this difference between short-term 
advantage and the long-term burden may 
eventually be a consolation prize to the 
accountant when he loses his argument; 
but here again those who take the short- 
term advantage usually are not present to 
face the long-term burden when the time 
comes. But there is never any real satis- 
faction in the “I told you so” approach 
when the consequences of previously taken 


short-term advantages have to be settled. 
The argument between the short-term and 
the long-term consequences was well sum- 
marized in a recent editorial in the Wal] 
Street Journal on “Bookkeeping Bewilder. 
ment” of our national government. It 
said: 

“The trouble with this kind of bookkeeping is 
not only that it postpones the day of reckoning, 
It misleads the public as to the actual state of 
public affairs so that people are confused as to 
what has to be reckoned with when that day 
comes.” 


In accounting we are developing alter. 
native procedures which turn on the very 
point of postponing the day of reckoning. 
Our error lies first in recognizing the theory 
of postponement, and second, in adopting 
procedures which give equal approval to 
accounting principles that do and those 
that do not postpone the time of reckon- 
ing. This permits the weaker enterprises 
to adopt “postponement” accounting in 
order to compare more favorably with the 
strong ones which do not postpone. And 
it traps the stockholder who cannot follow 
the accounting footprints to determine 
whether we took the nonpostponement or 
the postponement road. I believe it is our 
job and yours to build a road of account- 
ing principles that does not have these 
road-traps for the readers. 


Elimination of Alternative Accounting Prin- 
ciples Without an Accounting Court 


Alternative accounting principles can be 
eliminated without establishing an ac- 
counting court. To accomplish this, we 
must not permit alternative principles or 
conventions of accounting to be accepted. 
Then when the road taken is the wrong 
one, we can emphatically say so and let the 
reader decide whether it is good or bad. 
There are those who say this would freeze 
accounting and prevent progress. How- 
ever, the reverse is true. Alternative ac- 
counting principles do not encourage im- 
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provement in accepted principles—they 
merely provide the leverage to eliminate 
the preferable principles in favor of those 
that produce less desirable or inaccurate 
results. Under alternative principles of ac- 
counting, most of the pressure is to follow 
the less desirable, not the most forthright. 
The only thing that will block rapid prog- 
ress in accounting is our failure to estab- 
lish satisfactory criteria for accounting 
principles. We now have the conditions 
under which the least progress can be 
made. 

To eliminate the acceptability of alter- 
native accounting principles, a_ slight 
change can be made in the wording of the 
accountant’s certificate so that he will be 
required to express his own convictions. 
This will compel him to clearly demon- 
strate the value of his service to the share- 
holders and to the public. The first part of 
the present standard certificate requires 
the public accountant to state that he has 
made such examination as he felt was nec- 
essary in the circumstances. This pre- 
vents him from concealing a client’s re- 
striction on the scope of the audit or a 
client’s refusal of access to documents and 
records which the accountant feels he 
should see; and it places on him the re- 
sponsibility of making such checks as he 
believes are required to enable him to ex- 
press his opinion. This is good, and it is 
needed to make the accountant’s opinion 
on the financial statements a responsible 
report. 

The second part of the accountant’s 
certificate requires him to state that in his 
opinion the financial statement, 

“... present fairly the financial position and re- 
sults of operations in conformity with generally 


accepted accounting principles applied on a basis 
consistent with that of the preceding year.” 


Now please note two important points: 
First, nowhere does it say that for the 
same transaction there are acceptable al- 
ternative principles which produce widely 
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different results and which destroy com- 
parability with other companies, or some- 
times make impossible a realistic appraisal 
of the company itself. On this point we 
should ask ourselves this question which is 
an important moral one: Do the readers 
know that in giving the standard certifi- 
cate we have a choice of principles, prac- 
tices or conventions applicable to the same 
transactions, and that each choice can be 
certified without qualification even though 
the profits reported would vary widely, de- 
pending on which principle of accounting 
was chosen? 

Second, because of the way the certifi- 
cate is worded, the accountant does not 
necessarily feel, nor is he necessarily of the 
opinion, that the principles followed are 
the proper or preferable ones in any given 
instance. He is not required to express his 
opinion on the applicability of alternative 
principles, and he does not and need not 
take any responsibility for his choice. In 
fact, he will often certify statements which 
reflect identical transactions in different 
companies, recorded in widely different 
ways and with material differences in the 
results obtained. The only defense for this 
latitude of choice is that alternative prin- 
ciples which produce such widely varying 
results are all classified as “generally ac- 
cepted.” 

Even though we continue to recognize 
alternative principles, should not the certi- 
fying accountant be required to say that 
he concurs in those adopted by the com- 
pany? At least he should be responsible for 
his own view. Isn’t the reader entitled to 
this expression? Should this responsibility 
rest entirely on the reader, even assuming 
that he knows what “generally accepted” 
means and that he has the facts available 
and has the understanding to make an in- 
formed appraisal of the consequences of 
the principles followed? It is to the public 
accountant that the shareholder looks to 
give him an independent expert opinion on 


ttled, 
m and 
sum- 
Wall 
ilder- 
it. It 
bing is 
oning, 
ate of 
as to 
t day 
ilter- 
very 
ing. 
eory 
ting 
ul to 
hose 
kon- 
rises 
y in 
the 
nd 
low | 
ine 
or | 
our 
nt- 
ese 
in- 
be 
ac- 
we 
or 
ed. 
ng 
id. 
Ze 
c- 


374 The Accounting Review 


such matters. Would a doctor be justified 
in passing on to his patient the choice of 
anesthetic just because there are several 
types that are acceptable without the 
doctor being responsible for deciding and 
telling the patient which one would be 
best under the circumstances? Is not the 
doctor responsible for recommending 
which of those acceptable should be taken? 

It is my understanding that at present 
the public accountant need not take re- 
sponsibility for the accounting principles 
followed by his client as long as the ac- 
countant can prove that they are among 
those that are “generally accepted.” He 
must ask himself and his profession, how- 
ever, whether this avoidance of responsi- 
bility is consistent with his professional 
status and his appointment as an inde- 
pendent expert. Shouldn’t he at least be 
responsible for an analysis of the facts and 
for reaching a conviction as to which is the 
right and which is the wrong principle of 
accounting to adopt in each particular 
case; and shouldn’t he then be ready and 
willing to defend it? Should the public ac- 
countant be relieved of passing on the 
choice of principles or practices merely be- 
cause there are several that have general 
acceptance? The effect of any principle of 
accounting on the determination of net in- 
come is an integral part of the proper 
choice of the applicable principle. Our 
opinion is that the public accountant can- 
not escape this professional responsibility 
which the reader properly believes the ac- 
countant is taking. Assuming this point 
has as much merit as we believe it has, it 
can easily be covered by a change in the 
certificate to add a few words, somewhat 
along the following lines: 


“Tn our opinion (the statements) present fairly 
the financial position and results of operation in 
conformity with those generally accepted account- 
ing principles considered appropriate in the cir- 
cumstances and applied on a basis consistent with 
that of the preceding year.” (Italicized portion 
added) 


This would at least put the teeth of re. 
sponsibility into the present form of audit 
certificate. 

This change in the certificate would elim. 
inate alternative accounting principles 
by forcing an exchange of ideas which ulti. 
mately would crystallize the thinking of 
the profession along the lines of proper ob- 
jectives. However, it would not provide an 
orderly method for determining the new 
and revised accounting principles required 
to meet changing conditions, such as the 
principles we in our firm visualize would be 
established by a “court of accounting 
principles.” Even more important from 
the point of view of creating a dynamic 
profession, it would not produce the refer: 
ence literature to give the reasoning and 
argument used in arriving at accepted 
principles of accounting—a background 
which is so essential for progress, teaching 
and research, as in the case of the legal 
profession. 

To illustrate, assume the American In- 
stitute of Certified Public Accountants 
should issue a statement of generally ac- 
cepted principles of accounting which 
placed on the public accountant the re 
sponsibility for a choice of principles. The 
criticisms of inconsistency among account- 
ing reports because of alternative account- 
ing principles would, I believe, be elimi- 
nated and that problem would be solved. 
However, this would not solve the problem 
of (a) setting up the criteria for generally 
accepted accounting principles, (b) ac 
cumulating a record of the basis on which 
arguments for accounting principles are 
rejected, (c) providing the mechanism by 
which accounting principles regarded as 
generally accepted could be challenged 
and (d) establishing the method by which 
new principles could be adopted. 


Why @ Tribunal of Accounting Principles 
Is Needed 


Now I come to the second, and I believe 


— 


the preferable, way of eliminating alterna- 
tive accounting principles—the establish- 
ment of a “court of accounting prin- 

From a professional point of view, we 
need the case method of arriving at deci- 
sions on accounting principles. We need it 
so that not only the accounting profession, 
put also industry, government, teachers, 
and students will know the views that 
prevail in arriving at accepted principles, 
and why they prevail. This is particularly 
important for research and teaching. 
Through research, we will be able to dis- 
cover when such reasoning has become ob- 
solete, where it is wrong, where the prem- 
ises have changed, and therefore why 
principles of accounting must change. 

We now have no satisfactory method of 
challenging what are presently regarded as 
accepted principles of accounting. To 
make such a challenge, it is necessary to go 
outside of the profession to create pressure 
for proper changes. For educational pur- 
poses, the briefs on various viewpoints are 
indispensable to the progress of the pro- 
fession. The criteria for rejecting a view- 
point are just as important as those for 
adopting it. The profession has failed in 
supplying the schools of higher learning 
and the practitioners with current and 
up-to-date materials with which to teach 
accounting in relation to the purposes and 
uses of accounting reports. This must be 
corrected; and as I see it the court of ac- 
counting principles would do so. Our pres- 
ent American Institute Bulletin method is 
seriously lacking as to the reasoning and 
the criteria on which the opinions are 
based. It does not fill the need of the prac- 
ticing profession, and it does not provide 
the material for the teaching of account- 
ing, either inside or outside of the pro- 
fession. Unless the arguments developed 
from experience in practice in relation to 
accepted criteria are made available for 
study, we cannot hope to advance our pro- 
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fession as the members of other professions 
have advanced theirs. 

Let us now look at the subject from a 
public “utilitarian” viewpoint. Account- 
ing is used for many purposes other than 
reporting to stockholders. The principal 
financial reporting for all purposes prob- 
ably must and should be through the me- 
dium of annual reports by corporations. 
At the present time these are the annual 
reports to the stockholders. These reports 
should arrive at “net income” that meets 
the needs of all segments of our society— 
stockholders, consumers, and labor, as well 
as management. Actually, accounting for 
one must be fair accounting for all, or it 
cannot be said to be “utilitarian” to the 
public. It might be argued that the net in- 
come for one purpose is not necessarily 
net income for another. If that is true, our 
criteria should so state and should defend 
such a position. I do not believe this is 
true, however, or that it could be de- 
fended; but if this is the direction of ac- 
counting thought, let its justification be 
presented. It would require that more 
than one report be issued. 

Until a “utilitarian” accounting based 
on a fairness to all is attained, we will not 
get an economic yardstick that will be 
serviceable to any segment of society. At 
present the stockholders’ reports are being 
used for all purposes—economic analyses, 
accountability to stockholders, wage nego- 
tiations, price fairness, etc. The deficien- 
cies in stockholders’ reports have served to 
mislead other divisions of our society as to 
the economic profitability of our business 
enterprises. Whether we like it or not, the 
so-called stockholders’ report is now a re- 
port (a) of management to stockholders, 
and (b) by stockholders to labor and con- 
sumers; and we have been deficient in our 
accounting concepts for not embracing all 
of these purposes for which annual reports 
are used. 

The accounting court, or whatever form 
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of organization or name might be adopted 
for such a tribunal, would establish ac- 
counting principles that would also meet 
these other responsibilities placed on ac- 
counting reports. 

The accounting court, as I visualize it, 
would adopt the “utilitarian concept’’ of 
authority for accounting principles based 
on economic facts specifically explained. 
Such principles would not serve any regu- 
latory purpose. An accounting principle to 
be of utility to consumer, labor, stock- 
holder and management would require 
support in each pronouncement as to why 
the principle adopted produces a fair re- 
sult from the standpoint of each of these 
segments of society. In this way each prin- 
ciple would clearly state the economic fac- 
tors on which it is based. This reasoning 
could be challenged and changed by the 
court on proper evidence as our society and 
economic concepts change. This would be a 
tremendous responsibility; but it would be 
no greater than that which should and 
does rest on every one of us who certifies a 
report. The only difference is that some of 
us do not recognize this responsibility ; and 
to the extent we do not, we are operating 
under different concepts of the applicable 
criteria, and we are not fully informing the 
public as to why we adopt the accounting 
we are following. 

Let me illustrate this point in a broad 
way. We are faced with a serious problem 
of inflation; prices are running out of hand. 
In the end the effect is like playing musical 
chairs—every time the music stops some- 
one will be without a chair, i.e., wiped out 
by inflation. Eventually everyone loses ex- 
cept the last one, and he loses by the mere 
fact that all others lost. The President of 
the United States has asked business and 
labor to recognize the debilitating effects 
of price spiralling and to put forth all 
efforts to stop it. This request is regulatory 
in concept. His pleas cannot be heeded be- 
cause the responsibility for stopping infla- 


tion cannot be voluntarily assumed by the 
leaders of these individual segments of 
society without violating the specific re. 
sponsibility inherent in their jobs—that 
of getting the best treatment and result 
possible for those they represent. Which- 
ever segment of society takes the lead 
would be the one to pay the highest 
penalty. Those who manage individual 
parts of the society cannot be expected to 
be judicial and paternalistic for the whole 
society and at the same time be advocates 
for one segment of it. Regulatory pro- 
cedure, even when prescribed by law, is 
always arbitrary. The question is this—is 
business or labor going to make the first 
move? We know the government will not 
cut its expenditures to effect the situation; 
so how does stability find a place to start 
some roots that will stop inflation. 

It happens that our profession is the one 
that reported the misleading economic 
facts that started the spiral in prices. Ours 
is not a regulatory function; it is to make a 
factual determination. But the fact that 
our reports were misused is no excuse for 
our ignoring the part we played in the de- 
struction caused by inflation ignited by the 
reports we certified. Wage increases auto- 
matically compel increases in prices if in- 
come is not excessive; and price increases 
often follow even if income does appear to 
be excessive, because who is to say what is 
excessive income except society as a whole 
exercising its control through laws of eco- 
nomics. If prices are increased, wages must 
again be increased with the resulting in- 
flation. But each time prices are increased 
to compensate for inflation the United 
States government tax must be paid so 
that the only winner, if any, is the govern- 
ment. And even there, taxes buy less and 
less for the government. 

The most influential factor in all wage 
increases is the profit reported by corpora- 
tions. The best evidence of this is Walter 
Reuther’s recent offer to the motor in- 
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dustry to temper labor demands if auto- 
mobile prices are reduced. He said the 
union : 

“will give full consideration to the effect of such 
reduction upon your corporation’s financial posi- 
tion in drafting our 1958 demands and in our ne- 
gotiations.”” 

The ability to pay a wage increase has 
been held to be a valid consideration in de- 
termining the amount of the wage in- 
creases. The reported increases in corpo- 
rate profits ignite the desire of labor unions 
fora greater share of the proceeds from the 
efforts of their members, and rightly so. 
But were the profits which whetted this 
appetite in fact existent? I think not. The 
financial reports used to determine this 
ability to pay are our regularly prepared 
financial statements based on generally 
accepted accounting principles which give 
no consideration to the proper principles 
to be observed in arriving at the ability to 


pay. 

The difficulty is that our concept of the 
profession’s responsibility to society has 
been too narrow. A court of accounting 
principles would be required to broaden 
and define the uses of accounting prin- 
ciples by specifically stating why each 
principle that is generally accepted pro- 
duces a result that should be fair to each 
segment of our society. The main point of 
error in our annual reports when used for 
wage-adjustment purposes is that depre- 
ciation charges fail to maintain the capital 
consumed, and thus the income shown in 
the annual reports is over-stated. This is 
misleading and erroneous for labor-nego- 
tiation purposes. As inflation continues, 
the error is compounded through deficien- 
cies in accounting alone—and thus the 
spiralling continues. 


What I Visualize a Court or Tribunal of 
Accounting Principles to Be 


At the outset we are concerned with ob- 
Jectives—not with specific form. I will try 
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to be specific to the extent a short dis- 
course permits, but without rejecting or 
excluding any other organization or 
method of accomplishing these objectives. 
Specific form is not important if the ob- 
jectives are met. 

First. The American Institute of Certi- 
fied Public Accountants has acknowledged 
responsibility for leadership of the prac- 
ticing accountant in the development of 
generally accepted principles of account- 
ing. In my opinion it has been seriously 
deficient in exercising that leadership, but 
as an organization of practicing account- 
ants it is ideal for this purpose. If AICPA 
assumed the task, it could readily accom- 
plish the objectives of a court of account- 
ing principles. 

Second. To do so the Institute should 
change its charter to set up a court or pro- 
fessional tribunal of accounting principles. 
The charter amendment would state how 
many members of the tribunal there would 
be, their salaries, the period of service, 
their election, the decisions required, how 
a principle would be brought before it, 
etc. This tribunal would set its own rules 
of procedure as to written briefs, argu- 
ments, etc. I would assume that such rules 
would be similar to those followed in the 
United States Supreme Court or any other 
body where decisions are logically based 
on briefs and arguments. 

Third. The Institute would also adopt a 
charter amendment defining the criteria of 
accounting principles. On this we have 
deep convictions. It is not possible to pre- 
determine where or how conflicts of inter-' 
est arise in the use of accounting financial 
reports. Therefore, it is recommended that 
an accounting principle be defined as one 
which can be specifically but separately 
demonstrated as resulting in a fair report- 
ing of income from a business transaction 
for: 


a. Management, as a statement of accounta- 
bility to stockholders. 
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b. Stockholders or equity owners, as a fair de- 
termination of income. 

c. Labor, as a fair determination of the stock- 
holders’ income and capital devoted to a 
corporation’s activities. 

d. Consumers, as a fair determination of cor- 
porate income from the prices they paid. 

The reason for requiring a principle to 
be supported from the viewpoint of each of 
the above segments of society is to show 
the “why” of the accounting employed. 
This permits such reasoning always to be 
subject to attack and defense on its merit, 
and it clearly illustrates that accounting 
itself does not make contractual relations 
or is not regulatory in character. Account- 
ing merely recognized the contractual or 
legal positions that exist. The right to in- 
come of each segment of society is not a 
subject of determination by accountants 
or accounting—but the accounting for 
economics of business to each segment is 
the responsibility of accountants. 

Whether we like it or not, this is what 
we must accept. Economic results can be 
changed by law, but economic facts can- 
not. Economic results are not our business, 
but the reporting of economic facts is our 
business. 

Fourth. Questions would come before 
the court through the presentation of the 
issue by hearings before the present 
AICPA Committee on Accounting Pro- 
cedure, and the Committee would be re- 
quired to act upon proper petitioning. 
Once an issue was determined and dock- 
eted for presentation to the court, it would 
be published and dates would be set for 
briefs and arguments to be presented by 
interested parties. I would assume that the 
most active writers of briefs and view- 
points would be the larger accounting 
firms and the segements of our society 
having a conflicting interest in income— 
namely industry, labor, and consumer or- 
ganizations. The larger accounting firms in 
particular must assume the leadership for 
research and preparation of briefs on issues 
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brought up, and must state their conely. 
sions. The teaching profession, industry, 
labor, and government agencies pregum, 
ably would do likewise where their inter. 
ests were affected or were aroused; and] 
presume this would be on most issues, 
Government regulatory bodies would an 
gue their views before the accounting 
court. But this court would be a profes 
sional court, not a court of law; hence its 
decisions would not affect the laws nor the 
administration of the laws by the regula. 
tory bodies. 

After the decisions were handed down, 
all briefs and arguments would be printed 
and bound and would be made available 
to schools, practitioners and others at the 
cost of preparation. We would then havea 
start on research records comparable to 
those of the medical and legal professions. 
Thus, there would be presentation of all the 
various arguments for subsequent study, 
teaching, practice and challenge. When the 
basis of a decision previously made could 
be shown to be reasonably subject to re 
view, or to be inapplicable under changing 
conditions, another review could be insti- 
tuted before the court in the same way that 
new accounting principles would be set. 

Fifth. The court would consist of three 
persons elected for life with an age limite- 
tion. Qualifications would be left to the 
judgment of the electors, but without 
limitations because the accounting prit- 
ciples subject to definition are based on 
economic factors. The knowledge of ac- 
counting techniques or methodology would 
be of secondary importance in the qualifi- 
cations of such judges. The members of 
the court would be full time and their 
salaries would be set by the charter, prel- 
erably in relation to those of specific 
United States judges so they would auto 
matically change as economic conditions 
change. 

Sixth. The American Institute would be 
responsible for the cost of the court with 
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membership assessment on all practicing 
accountants and firms, based on total 
numbers of employees of each firm or 
practitioner. 

Seven. The election of judges would fall 
in two categories—the initial setup which 
would not be recurring, and the subse- 
quent changes. I shall not attempt to pre- 
sent a method of selection in detail as you 
can easily see why special arrangements 
would have to be carefully developed to 
establish the court or tribunal. On a con- 
tinuing basis, one delegate from every ac- 
counting organization for each 1,000 mem- 
bers or fraction thereof, at state level if it 
existed, would assemble behind closed 
doors to elect judges in the order of their 
preference. Data on names for nomination 
from these same organizations would be 
assembled in confidence by the American 
Institute. State Societies of C.P.A.’s would 
be granted election delegates but over- 
lapping national organizations like the 
American Institute would not have dele- 
gates. Where state level organizations did 
not exist, as in the case of your organ- 
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ization, the national organization could be 
accredited delegates on the same basis. 
Organizations that could be so accredited, 
in addition to your organization and state 
C.P.A. societies, might be The Control- 
lers’ Institute, the National Association of 
Accountants (formerly N.A.C.A.), The 
Institute of Internal Auditors, Govern- 
ment accounting organizations, etc. 

I can elaborate extensively on details 
but I am reluctant to make detailed com- 
ments on the proposal lest such details ob- 
scure the objectives sought. Here again, as 
with accounting principles, methodology 
should not stand in the way of end results. 

It has been a privilege to discuss gener- 
ally with a group such as this a matter 
which is so close to my heart, and for which 
I see so much need in our daily practice. 
As you can see, I speak both with enthusi- 
asm and conviction when I stress the need 
for a court of accounting principles. And 
in doing so, I naturally hope to elicit your 
active support in furthering a project 
which should be a milestone in the devel- 
opment of our profession. 
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PRICE LEVEL CHANGES AND FINANCIAL STATE. 
MENTS: A CRITICAL REAPPRAISAL 


ABRAHAM J. BRILOFF 


ECENTLY, I had the occasion to 
R study several related publications 
of the American Accounting As- 
sociation devoted to the problem of Price 
Level Changes and Financial Statements. 
These publications, a series of monographs 
are entitled: Case Studies of Four Com- 
panies by Ralph Coughenor Jones, Basic 
Concepts and Methods by Perry Mason and 
Effects of Price Level Changes on Business 
Income, Capital and Taxes, also by Pro- 
fessor Jones. These will be referred to as 
“Case Studies,” “Concepts” and “Effects” 
respectively. 

The subject, fraught with controversy, 
is most ably explored in these studies; 
among the conclusions to which the mono- 
graphs seek to lead us is stated in “Effects”’ 
as follows (page 158): “The major depre- 
ciation problem is not the spreading of 
historical-dollar costs over time but rather 
the measuring of capital exhaustion costs 
in realistic terms . . . therefore, some sug- 
gestions are presented for revising the in- 
come tax law for the purpose of eliminat- 
ing the tax on real capital recoveries which 
now applies whenever original costs in his- 
torical dollars are below original costs 
measured in present-day dollars.” There 
are then outlined some recommendations 
for change, as follows (page 161): “The 
simple and direct way to equalize depre- 
ciation charges on old and new assets is to 
authorize the use of multipliers for con- 
verting the dollars invested in depreciable 
assets during each past year into current- 
dollar equivalents. It would be relatively 
easy to do this. . . . All enterprises could be 
treated alike by using multipliers based on 
a general index number... (it) has not 
been adopted, however, apparently be- 
cause it seems to grant a special favor to 
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corporations. . . .” This recommendation js 
followed by another proposal whereby 
taxpayers would be permitted in any 
year “...to exclude from taxable income 
either the real depreciation deficiences on 
assets retired or the excess of gross plant 
expenditures over depreciation charges 
for the year—whichever is smaller.” In 
this way, presumably, the entire presumed 
depreciation deficit (i.e., the difference be- 
tween historical cost depreciation and cur- 
rent dollar depreciation) would become de- 
ductible in the year of retirement of assets 
and their replacement. This proposal, it is 
urged, would provide a strong incentive 
for replacing old and obsolete plant and 
supply a substantial part of the funds to 
effect this replacement.! 

Because I consider the problem to be of 
such vital significance, transcending (as 
will be demonstrated) the mere accounting 
treatment to be accorded to the utilization 
of fixed assets, I believe it essential that 
the problem be resolved only after a full 


1 That this “New Look”’ is meeting a favorable re- 
sponse is apparent from the February 22, 1958, issue of 
Business Week magazine which had this to say: 

“At least half a dozen specific methods have been 
proposed for permitting ‘‘economic depreciation” while 
still preventing it from becoming an outright raid on the 
U. S. Treasury. The one about which most technicians 
—outside Washington, anyway—are talking these 
days is one that is labeled “‘reinvestment depreciation.” 
It was proposed to the House Ways & Means Commit- 
tee recently by Maurice E. Peloubet, a partner in a 
New York Accounting firm with the Dickensian name 
of Pogson, Peloubet and Co. The gist of it is this: 

In the year when a depreciable asset is retired, its 
owner shall be oo to deduct an amount equly- 
alent to the difference between the accrued deprecia- 
tion on that asset and the amount it would cost him 
to replace it. 

e owner would be allowed such a one-shot de- 
duction only if—and after—he had in fact com- 
mitted the reinvestment, in depreciable property, of 
an amount equivalent to the replacement cost of 
retired asset. That is, if he didn’t reinvest, he would 
charge off no more than his original depreciable in- 
vestment, 
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exploration of the issues by all segments of 
our profession. Thus, I urge that these 
important issues not be resolved by default 
or abdication or by a loud clamor from 
those seeking a self-serving objective. In- 
stead, we should all consider the implica- 
tions of the controversy, and then express 
ourselves as our consciences (both pro- 
fessional and social) dictate, so that the 
right answer (as we see it) will evolve. It 
is to this end that I set forth a number of 
questions which present themselves to me 
(together with the answers as I now con- 
ceive of them), thus: 


What Should Be the Role of the Accounting 
Profession? 


Should any recognized profession, and 
its various professional associations, lend 
its efforts, as a body, to the furtherance of 
the special efforts of a particular segment 
of our society to achieve a special tax ad- 
vantage? Unquestionably, members of our 
profession may, and should, acting as advo- 
cates of their particular client’s interests, 
engage in special pleading. Here, however, 
members of our profession are engaged in 
what is supposedly an objective determi- 
nation of equitable principles; unfortu- 
nately, in their pursuit of these equitable 
principles, they operate within what ap- 
pears to be an a priori frame of reference 
stated by Professor Mason to be to obtain 
evidence “‘. . . that income taxes are now 
based on a concept of income which is 
questionable and which, in particular, dis- 
criminates. ...”’ It is true that on the out- 
side cover of “‘Concepts” there appears the 
caveat: “In all monographs published by 
the (American Accounting) Association 
the views expressed are those of the au- 
thors, and publication does not imply 
agreement on the part of the Association 
or its Executive Committee.” This state- 
ment notwithstanding, might it not be in- 
ferred that the Association has lent its 
good offices and repute to the special ob- 
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jectives of a particular segment of our 
economy? It is my hope that future mono- 
graphs relating to the subject of price level 
changes and financial statements will seek 
to present alternate views, and will not 
merely present the position of companies 
with large investments in plant and equip- 
ment. 


Would Not the Revised Concepts Lead to 
Retrogressive Taxation? 


Would not the proponents of revised 
concepts of accounting predicated on 
changing dollar values lead our economy 
to further inflationary heights, and cause 
any deflationary periods to be even further 
accentuated? Thus, the underlying prem- 
ise of the monographs is to reduce taxes 
for the companies referred to therein in 
periods of rising price levels (through the 
allowance of added depreciation deduc- 
tions for purposes of the income tax) and, 
conversely, increase such taxes on income 
in periods when prices are falling. If these 
views were, in fact, to find their way into 
our tax structure, it would follow that tax 
collections from the affected business en- 
tities would be lessened in a period of in- 
flation, when in fact students of progres- 
sive taxation urge that such taxes should 
be increased; income taxes would then be 
increased at a time when logic would dic- 
tate that they should be reduced. 


Would Noi the Revised Concepts Accelerate 
Inflationary or Deflationary Trends? 


In the same vein, would not the adop- 
tion of the recommendations of the price- 
level accounting proponents (if the price- 
index suggestion were implemented) give 
rise to a vicious, continuous ever-expand- 
ing whirlpool of inflation? Thus, assume 
that the added depreciation charge is al- 
lowed for a given year, to permit the ulti- 
mate replacement of the fixed assets; as- 
sume also that the depreciation sum is not 
reinvested in plant and equipment in the 
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particular year of the depreciation charge, 
and for several years thereafter; assume 
further that during this period the dollar 
value declined still further. Should not 
this loss of purchasing power during the 
intervening period be similarly compen- 
sated for by abatements in income, and re- 
sultant income taxes? As is then apparent 
the tax avoidance in any year will produce 
further tax avoidance and so on ad infin- 
itum. | 


What Would Be the Effect on Our Economic 
Development? 


The general public is confronted with 
the problem in many guises. For example, 
the Guaranty Trust Company “Survey” 
for May, 1957, devoted much of its edi- 
torial comment to the subject of “Capital 
Replacement, A Dilemma of Inflation” 
concluding that this was an area for tax re- 
lief. This message was then reproduced in 
summary form in many newspapers and 
magazines, as an advertisement sponsored 
by the aforementioned bank. In the same 
vein, the annual report of the U. S. Steel 
Corporation inveighed against the inade- 
quate depreciation deduction allowed and 
to be allowed to the corporation for tax 
purposes. (Ironically, this financial state- 
ment indicates, but does not so state, that 
one reason for the depreciation inadequacy 
anticipated in the immediate future is the 
fact that the Corporation, having availed 
itself of the emergency facility accelerated 
amortization election, had already depre- 
ciated its assets—for tax purposes at least 
—at a rate far in excess of the actual asset 
utilization.) 

Similarly the January 1, 1958, New 
York Times quotes Mr. Charles R. Sligh, 
Jr., Executive Vice President of the Na- 
tional Association of Manufacturers as 
saying that “ .. . a major part of the eco- 
nomic expansion of recent years was an 
illusion.” This because depreciation allow- 
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able in the determination of profits was in. 
adequate. 

Study of these pronouncements (and 
there are many other illustrations which 
could be cited) leads to the conclusion that 
what the affected industries would like js 
to provide for their current capital re. 
quirements out of current income. This 
would permit the entities thus involved to 
maintain their relative position in the in- 
dustry out of current operating revenues, 
without amy need for further outside invest- 
ments. Would not such a policy, if it is in 
fact effectuated, give rise to an attrition 
and stagnation of our economic growth? 
This would seem to follow inexorably, 
since newly created capital could not find 
an investment in existing enterprise, and 
to the extent that U. S. Steel (for example) 
is permitted to retain its relative propor- 
tion of national steel capacity (which 
capacity will presumably expand with the 
passage of time and with an expanding 
population and economy) any formation 
of new steel producing entities would be 
thereby effectively thwarted. 


Should We Not Then Recognize Compensdt- 
ing Savings Effected by the Corporations? 
Assume, for the argument, the validity 
of the position taken by the dollar value 
accounting advocates, that a hypothetical 
cost for supplemental depreciation should 
be recognized. By the same token should 
there not be recognized the hypothetical 
compensating benefits stemming from the 
ability of the corporate entity to repay an 
obligation which it had incurred in a higher 
dollar value era with dollars whose pur- 
chasing power has declined? Thus, we con- 
sider the corporate entity to be separate 
and distinct; the fundamental equation in 
accounting for a corporation is that its 
assets equal its equities. It should then 
follow that for every dollar of assets a 
quired in a high dollar value era, it must 


| 


have incurred a compensating liability in 
the same era. To the extent that the utili- 
ation of the assets has given rise to a 
hypothetical cost, is there not a compen- 
sting item of “income” arising from the 
“saying” which stems from the repayment 
by the use of “‘cheapened dollars’’? It is 
true that, predicated on the presently ac- 
cepted “realization concept’’ in account- 
ing, we do not consider ‘‘savings effected” 
as “income” until and unless realized. 
However, since the dollar value account- 
ing proponents are urging a drastic revision 
in our accounting concepts (like the elimi- 
nation of the constant-dollar value assump- 
tion) is it not fair to reconsider the validity 
of this realization concept (and other con- 
cepts, if need be)? Would it not follow that 
the “hypothetical income”’ resulting from 
theability to repay debts with cheaper dol- 
lars should just about equate the “hypo- 
thetical cost”’ from the utilization of high- 
value equipment in a period of reduced 
purchasing power? 


How Have the Corporations Fared During 
the Current Inflationary Era? 


This query is undoubtedly implicit in 
that which preceded, but I nevertheless 
consider it sufficiently important to war- 
rant special consideration. Viewing the 
problem empirically, have our American 
industrial corporations been abused during 
this period of rising price levels? As we 
look about us and observe the expansion 
of existing entities with substantial invest- 
ments in plant and equipment, it seems as 
though fate (including the tax structure) 
has not treated them unkindly. The re- 
cently (December 1955) published “Flow 
of Funds in the United States—1939- 
1953” discloses data which might have 
bearing on the issues here under considera- 
tion. Thus, from several of the tables in- 
cluded in that publication, the following 
data have been developed with respect to 
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the thirteen year period 1941 through 
1953: 


Billi 
Aggregate investment in plant and equipment $177.7 
Amount provided by depreciation.......... 83.5 
Balance provided by ‘“‘new funds”.......... 94.2 
of which, 
amounts provided by Corporate 
debt issues 24.4 
amounts 'y corporate 
equity issues................. 15i4 37.8 
Remainder deemed to ast been provided by 
earnings during the period............... 56.4 
Augreeate amount of corporate revenues in 
of operating costs, taxes, renegotia- 
tion and dividends paid. Sid 172.3 


It is evident, then, that our American 
corporations have had to dedicate only a 
minor portion (less than one-third) of 
their operating earnings (after taxes and 
dividends paid) for their capital require- 
ments—this despite the rising price levels). 
What have these corporations accom- 
plished through this dedication of one-third 
of their earnings? Data contained in the 
“Flow of Funds Statement” show the 
growth in gross revenues of corporate busi- 
ness, in the same 1941 to 1953 era, to have 
been nothing short of phenomenal, from 
187 billions in the earlier year to 548 bil- 
lions in 1953. Thus, it is clear that our 
American corporations have succeeded in 
effecting a vigorous tripling of their 
revenues; they succeeded in surviving an 
electronic and atomic transition; they suc- 
ceeded in doing all of this while effecting 
significant net increases in their financial 
assets and the payment of dividends to 
their equity owners. 

While we are not unmindful of the vicis- 
situdes of an inflationary spiral, somehow, 
it appears that the ill-fated victims are 
not the industrial entities with substantial 
investments in fixed plant and equipment 
(the entities for which the authors of the 
monographs were most concerned). Pro- 
fessor Jones in “Effects” seeks to cut the 
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ground from under much of that which 
follows when (pages 160-161) he states 
that arguments of the kind here to be 
made are “specious,” “irrelevant” and 
“foolish.” I nevertheless believe the ques- 
tions deserve consideration and reflection, 
even though the questions might ulti- 
mately be resolved in accordance with 


Professor Jones’ wishes. 


How Has the E Bond Holder Fared During 
This Era? 


Who has been seriously, adversely and 
irreparably affected by the impact of in- 
flation? I have indicated above, from the 
“Flow of Funds Statement,” that a signifi- 
cant portion of the investment in plant 
and equipment (for expansion as well as 
replacement) had come from corporate 
debt issues. Have not the investors in 
these debt issues (which would include 
our insurance companies and savings 
banks and therefore their policy-holders 
and depositors) been the ones who have 
been ultimately, adversely affected by 
these inflationary trends? By way of point- 
ing-up the question, the First National 
City Bank Monthly Letter, for May, 
1956, states: “. . . people who bought sav- 
ings bonds and held them for a ten year 
term have found that interest received had 
been insufficient to compensate for income 
tax payable and the ‘inflation tax’ levied 
in the form of a shrinkage in the buying 
power of the dollar.” The Letter then sets 
forth data to show that if an E bond were 
bought in 1945 and matured in 1955, and 
if the increment were taxed at the lowest 
rate then in effect (20%), a 100 dollar ma- 
turity value would give rise to a $5 tax on 
the $25 increment, leaving $95 net of taxes. 
Inasmuch as there had been a 43.5% in- 
crease in price levels during the 1945- 
1955 decade, the $95 received in 1955 is 
stated to be the equivalent of but $66.20 
in 1945 dollars. There is thus shown to 
have occurred a “‘real’”’ loss of $8.80 on the 


original investment, or an average loss of 
1.17% per annum. 

As between companies with large invest- 
ments in plant and equipment and the in- 
dividual with investments in insurance 
policies, savings bonds, annuities, ete., 
would it not appear that it is those in the 
latter group who should be the primary 
object of tax relief (if such relief should be 
considered) when price levels are in the 
ascendancy? The group which is heavily 
endowed with plant and equipment will 
probably find that it will generate even 
greater revenues by reason of the price 
level increase, whereas the annuitants (ef 
al.) are not similarly situated. 

In his ‘Effects’ Professor Jones ob- 
serves that: ““The essential point which we 
wish to make is simply that the granting of 
realistic depreciation deductions should 
not be blocked by a superficial assumption 
that the burden on other taxpayers would 
thereby be increased. . . . It would be fool- 
ish to assume . . . that the removal of dis- 
criminations against. one group of tax- 
payers necessarily has an adverse effect on 
others. .. .” 

Professor Jones appears presumptuous 
in the use of terms like “‘realistic deprecia- 
tion,” “superficial assumption” and “fool- 
ish.” Is it foolish and superficial to pre- 
sume that a reduction of tax to any group 
of taxpayers must perforce, impose a fur- 
ther burden on another group (either 
through added taxes, or to the extent defi- 
cits are thereby expanded, by an added 
debt burden)? Is it superficial and foolish 
to believe that where two groups of tax- 
payers are weighted down by a common 
inequity the burden on the one is aggra- 
vated if only the other is relieved? 


How Has the Stockholder Fared During 
This Era? 


Having thus considered the relative 
plight of the corporate entity and the sup- 
plier of funds through the corporate debt 
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structure, who else might be considered in 
the analysis of the impact of inflation on 
various members of our economic society? 
Has the investor in common stocks of 
American corporations been euchered by 
the present tax structure which fails to 
give effect to changing price levels? In de- 
fning this problem, I have selected the 
experience of the investor in the Arm- 
strong Cork Co. common stock. (The 
Armstrong Cork was one of the corpora- 
tions which served as a “guinea pig” for 
the American Accounting Association in- 
quiry, and whose experience has been re- 
ported extensively in the ‘Case Studies.’’) 
I selected the same ten year period which 
was referred to above for the investor in E 
bonds (the years 1945-1955) who, as we 
had noted, had suffered a very substantial 
real loss as a result of his investment. 

Turning to the record, we find that the 
common shares of the Armstrong Cork Co. 
had the following experience: 


Approximate Dividends for 

June 30, Price Year 
1946. . 58 1.50 
1947 45 2.10 
54 2.60 
41 3.00 
47 3.35 
50 3.10 
ae 75 3.70 
1955... 93* 4.30* 


* After adjustment for three-for-one stock split. 


From these data, I determined that an 
investment of $75 made in 1945 dollars 
would, in 1955, have been worth $224.68, 
assuming that all dividends received on 
the original $75 (after deducting from the 
dividends the 20% tax presumed for the E 
bonds investor) had in turn been invested 
in Armstrong Cork Co. common shares, at 
the approximate price prevailing in the 
year the dividends were received. While 
the $75 investor in E bonds ended up ten 
years later with $66.20 in terms of 1945 
purchasing power, the $75 investor in 


Armstrong Cork Co. was in possession of 
$156.60 of similar purchasing power. 

Lest the reader believe that the share- 
holders of the Armstrong Cork Co. 
reaped an atypical advantage, a compar- 
able calculation would show that a $75 in- 
vestment in 1945 in the so-called Baron’s 
50-stock average would have produced an 
aggregate value of $211.33 ten years later, 
using the assumptions and calculations de- 
scribed above for the investor in Arm- 
strong Cork. Co. 

Actually the comparison with the E 
bond holder becomes even more adverse 
to the E bond holder because, under the 
1954 Internal Revenue Code, special div- 
idend exclusions and credits are available 
to ease the tax burdens of the stock in- 
vestor, without any comparable benefits 
for the fixed income recipients. 


Why Not Attempt the Reincarnation of the 
Balance Sheet? 


In the analysis of the experience of the 
N. Y. Telephone Co. (in “Case Studies’’) 
there appears the following swan song of 
the balance sheet (at pages 25-26): 


“Tn discussions of accounting for inflation, at- 
tention has been focused almost exclusively on 
problems of income determination. There has 
been some tendency to look upon the balance 
sheet as a mere summary of residuals, a sort of 
precipitate of the bookkeeping process, with little 
significance as a balanced statement beyond a 
superficial indication of arithmetical accuracy. 
Admittedly, it contains useful financial informa- 
tion relating to such things as cash position, cur- 
rent liabilities, and financial structure but infor- 
mation of this kind could be supplied as well, if 
not better, by separate statements not in a bal- 
anced form. The tendency to deemphasize the 
balance sheet has been encouraged by the very 
inflation with which we are trying to cope. Be- 
fore finally relegating the balance sheet to a posi- 
tion of minor importance, it seems worth while to 
try to rejuvenate it.” 


This rejuvenation process is undertaken 
by Professor Jones to prove that the rate 
of return on the capital invested on the ad- 
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justed basis is substantially less than that 
determined on the historical, conventional 
basis. (Naturally so, for the numerator— 
income—has been reduced, while the de- 
nominator—capital deemed to have been 
invested—has been increased.) Why not 
effect more than a mere rejuvenation of the 
balance sheet—why not actually permit 
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December 31, 1950 


Fixed Assets: 
Yr. Accum. Book 

Category Acquired Value 
Building.......... 1935 200,000 60,000 140,000 
Equipment....... 1940 60,000 30,000 30,000 
Equipment....... 1949 50,000 6,000 44,000 
30,000 15,000 15,000 

Total Fixed Assets....... 352,000 111,000 
The foregoing equity was composed of: 

Retained Earnings (See 


December 31, 1951 


The Retained Earnings Balance at December 31, 1951 was developed as follows: 


Balance, January 
Income Year End 


The “Case Studies” monograph is au- 
thority for the conclusion that the 1950 
balance sheet might be converted by the 


30,000 
40,000 
150,000 105,000 
30,000 
120,000 
Accum Book 
Cost “Depn. Value 
12,000 — 12,000 
200,000 64,000 136,000 
60,000 33,000 27,000 
50,000 10,000 40,000 
30,000 25,000 5,000 
241,000 352,000 132,000 
361,000 
80,000 
281,000 
200,000 
81,000 
281,000 
81,000 
64,000 
20,000 
44,000 
20,000 24,000 
105,000 


the reincarnation thereof? Why should we 
not really use the balance sheet for the 
purpose of determining periodic income? 
To illustrate what I have in mind, let us 
assume that balance sheets as of December 
31, 1950 and December 31, 1951, prepared 
on the conventional basis, would appear as 
follows: 


175,000 
20,000 
155,000 


use of price index factors (1950 year-end 
price levels in relation to those prevailing 
at time of asset acquisition) as follows: 


$F 
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Historical Data 
Receivables 20,000 1.000 20,000 
Inventories 90,000 1.040 93 ,600 
Current Liabilities (30,000) 1.000 (30,000) 
Fired Assets (Net): 
Land 12,000 1.832 22,000 
Building 140,000 1.822 255,100 
ge 30,000 1.775 3 , 300 
291 ,000 436,500 


* The Conversion factors used herein are derived from the data included in ‘Case Studies” (Table A, p. 5) 
and generally reflect price levels prevailing at the Balance Sheet dates in relation to such levels existing at the time 


of the recognition of the historical cost. 


The 1951 closing balance sheet might 
undergo a transmutation as follows (again 


using Professor Jones’ conversion data, 
showing 1951 year-end price levels in rela- 
tion to time of acquisition price-levels) : 


Historical Daia x Comersion Adjusted Date 

Fixed Assets (Net): 

Trucks 5,000 1.120 5,600 
305 ,000 473,600 


The income for the year 1951 might 
then be determined to be $77,480 on this 
adjusted basis, as follows: 

End of 1951 Corporate value stated in De- 


cember 1951 $473 ,600 
Beginning of 1951 Corporate value stated in 
terms of purchasing power prevailing at 
Increase in corporate dollar value during the 
Add back income tax accrued for 
Dividend paid during the year 
X “average 1951” con- 
version factor 1.019.......... 20,380 40,380 
“Pre-tax” net income for the year 1951 is 
thus determined to be...............+. $ 77,430 


This exotic (if not esoteric) method of in- 
come determination would have the ad- 
vantage of having every taxpayer (annui- 
tant, wage earner, industrial enterprise, 
persons engaged in professions, merchants, 
investors, etc.) pay a tax on the “annual 
improvement” measured dollars. 
Granted such an approach would have the 
effect of annulling the realization concept 
of income accounting; however, as was 
pointed out earlier the proponents of price 
level changes accounting would seek to 
effect a drastic revision to accounting con- 
cepts; it is not unfair, therefore, to suggest 
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that all generally accepted concepts in ac- 
counting be reconsidered, if by doing so we 
produce a new, universally equitable, deal 
in income determination. 


SUMMARY 


None of the foregoing represents the 
ultimate answer to this Herculean prob- 
lem; nevertheless, I am anxious to avoid 
having this universally significant issue re- 
solved without a full, fair and objective 
examination. The problem is one which 
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should have the thoughtful consideration 
of all sections of our society. The independ- 
ent, professional accountant, who pro- 
fesses an obligation to the public at large 
(and not to his client alone) must, in my 
opinion, contribute his special knowledge 
and skills in the fields of accounting and 
taxation, so that a solution which is in the 
best interests of society as a whole (as dis- 
tinguished from a solution favoring but a 
single segment thereof) will have been ulti- 
mately wrought. 
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THE FUTURE DEVELOPMENT OF 


ACCOUNTING THEORY* 


RayMonD C. DEIN 
Professor, University of Nebraska 


developed very recently. With ac- 

counting, as with any technology 
in the process of development, there has 
been of necessity a good deal of uncer- 
tainty as to the best way to do things, and 
indeed what are the precise things that ac- 
counting can be expected to do. The prac- 
titioners of a developing technology must 
continually be on the lookout to devise 
new and better ways to handle situations 
already faced and to be ingenious enough 
to contrive acceptable solutions to new 
and trying sets of circumstances. The ex- 
planations which are developed in this 
process of determining the ‘‘what” and the 
“how” become the literature of the tech- 
nology. By some these explanations are 
called the theory of the subject, but here 
this literature and consensus are con- 
sidered but a necessary stage to the formu- 
lation of the theory. As experience accumu- 
lates observed interrelations between vari- 
ous data are generalized into principles of 
action to achieve certain desirable ends. 
When the subject matter of a technology 
has been marshalled into, to use a Little- 
ton expression, ‘‘an orderly array of inter- 
related ideas and interconnected reasons” 
which can be directed to achieve a des- 
ignated goal it can be said that the theory 
of the subject has been formulated. 

This paper takes the position that ac- 
counting principles and procedures and 
standards have developed to the degree 
that now “an orderly array of interrelated 
ideas and interconnected reasons” must be 


is a technology that has 


* This paper was presented at the Annual Meeting 
of the American Accounting Association, University of 
Wisconsin, August 27, 1957. 

Littleton, A. C., Structure of Accounting Theory, 
American Accounting Association, 1953, p. 139. 
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attempted if accounting is to realize its 
full potentialities in serving the business 
and social ends of which it is capable and 
which is also its obligation. That the ac- 
counting profession has experienced the 
growth it has in the past fifty years is 
proof that it has a vital function to per- 
form; that accounting statements and re- 
ports are criticized as severely as they 
sometimes are by the practitioners of ac- 
counting is also proof that there is need 
either for improvement in the practice of 
accounting or in the understanding of the 
role of accounting in our society. The for- 
mulation of the orderly array of interre- 
lated ideasand interconnected reasons upon 
which accounting is based will provide the 
logical first step in improving the service 
which accounting can provide; it is, how- 
ever, fully as important that accounting be 
charged with doing only that which it is 
capable of doing. 

The only work that approaches being a 
skeletal statement of accounting theory as 
the term is being used in this paper is the 
Paton and Littleton monograph pub- 
lished in 1940 under the title An Introduc- 
tion to Corporate Accounting Standards, 
though it should be noted that William A. 
Paton’s Accounting Theory, published in 
1922, was a worthy precursor and antic- 
ipated many things found in the Iniro- 
duction. It was only in the Preface to the 
Introduction that it was specifically stated 
that there was connection between ac- 
counting theory and accounting standards: 
Accounting theory is here conceived to be a co- 
herent, coordinated, consistent body of doctrine 


which may be compactly expressed in the form of 
standards if desired.? 


2 Op. cit., p. ix. 
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Only Professor Littleton’s Structure of Ac- 
counting Theory has perhaps done a better 
job of stating the case for accounting 
theory and of pointing out the service 
which a formulated theory of accounting 
can render to the practice of accounting. 


I 


One characteristic of American account- 
ing has been that it has been very slow in 
developing the philosophy that accounting 
must assert itself as being independent of 
management. In this first section some at- 
tention will be given to the conditions 
under which accounting has developed in 
this country and how these conditions 
have contributed to this lack of assertive- 
ness and have influenced considerably 
what are considered to be the functions of 
accounting. 

It was sixty years ago that the State of 
New York passed the first CPA law in the 
United States. It was fifty years or so ago 
that accounting was beginning to be ad- 
mitted rather widely to university curric- 
ula as a fit subject for collegiate study, 
and it was shortly thereafter that account- 
ing textbooks by American authors began 
to appear in numbers. It was not unusual 
in this early American literature on ac- 
counting to find reference to a Theory of 
Accounts; in fact, the section of the pres- 
ent Uniform CPA Examination on Theory 
of Accounts traces its origin to this in- 
terest in what was known as the theory 
of accounts. The early American text- 
books by such authors as Cole, Sprague, 
and Hatfield were intended to be far more 
(as they were) than sophisticated text- 
books on bookkeeping. They were in- 
tended to show the mathematical niceties 
of the double entry system, the various 
kinds and classifications of accounts and 
their function in a system of accounts, and 
how from a system of accounts appro- 
priately kept the balance sheet and a 
profit and loss statement could be con- 
structed. It was a rather “mechanistic” ac- 


counting system which these textbooks 
envisioned, with minor emphasis upon the 
functions that the balance sheet or the 
profit and loss statement were to per. 
form—these statements were literally ends 
in themselves, a manifestation of little 
more than that a system of double entry 
had been properly maintained. The typical 
approach was indicated by Sprague as 
follows in the Preface to his Philosophy of 
Accounts: 

As a branch of mathematical and classificatory 
science, the principles of accountancy may be de- 
termined by a priori reasoning, and do not de- 
pend upon the customs and traditions which sur- 
round the art. I have endeavored to set forth 
these principles simply and naturally . . . adher- 


ing to the fundamental equations and their sub- 
equations.* 


Had American statue law and American 
corporate practice followed British law 
and company practice in limiting divi- 
dends to profits arising out of the business, 
and in requiring the accounts to be ex- 
amined annually and the correctness of the 
balance sheet to be ascertained by audi- 
tors, it might well have been that the func- 
tions of accounting would not have ap- 
peared so mechanistic. The point here can, 
I think, be illustrated from an admirable 
volume entitled Accountancy published in 
1908, the author of which was Mr. Francis 
W. Pixley, an eminent English accountant 
and auditor. To Pixley, the balance sheet 
was not, as American authors usually in- 
dicated, the central statement which re 
sulted frora the maintenance of an ac- 
counting system; it was instead 
solely a summary of the debit balances of the 
ledger accounts . . . and a summary of the credit 
balances of the ledger accounts... after the 


elimination cf such balances as have already been 
transferred to the Trading Account, Profit and 


Loss Account, or Revenue Account... .* 
Oy Charles E., The Philosophy of Accounls, 
1907, p. i 


4 Pixley, Francis W., Accountancy, Pitman & Sons, 
1908, p. 219. This definition of a balance sheet does not 
differ substantially from that of a Committee on Term 
nology as set forth in Accounting Research Bulletin No. 
9 issued in May 1941, in which it was stated that a bal- 
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The Profit and Loss Account, on the other 
hand, was much more than a “summary of 
balances,” for the net profit figure had 
implications for the utilization of funds. 
The Account was 

a Statement designed to show the net profit of a 
concern or, in other words, the profit which is 


available for the owners, or for distribution 
amongst the owners of the concern.’ (Italics 


added) 


Pixley indicated more fully what purpose 
the Profit and Loss Account served when 
he considered the implications of that 
bogey of the auditor, an omitted liability. 
Though under British law and practice 
auditors were required to state “whether 
in their opinion, the balance sheet is a full 
and fair balance sheet’”’ the primary con- 
cern of Pixley was with the effect of the 
omission upon the net profit figure. He 
thought the error in the net profit figure 
was significant because of its possible ef- 
fect upon the manner in which the owners 
might be influenced in the utilization of 
their funds: 

The omission of liabilities from a Balance 
Sheet means, as a rule, the omission of items of 
expenditure which ought to have been charged 
against the corresponding Profit and Loss Ac- 
count, with the result that the profits shown 
thereon appear in excess of what they really are. 
Those who live up to their income may find a dif- 
ficulty in providing for unexpected claims out of 
future profits, when such profits are found to be 
unduly lowered on the completion of the following 
Profit and Loss Accounts through its being 


charged with the expenditure omitted from its 
predecessor.® 


At another point in his treatment of the 
Profit and Loss Account the effect of an 
error upon the conduct of the owners of 
the business is stated as follows: 


... The main object the constructor of this state- 
ment (the Profit and Loss Account) should keep 


ance sheet may be defined as ‘‘A tabular statement or 

summary of balances (debit and credit) carried forward 

after an actual or constructive closing of books of ac- 

oom kept by double-entry methods, according to the 


* Ibid., p. 228. 


in view is to ensure that the whole of the expendi- 
ture which properly appertains to the earning of 
the income on the credit side, has been charged. 
Should any item of expenditure be intentionally 
or accidentally omitted it will have the result of 
making the accounts for the period too favorable, 
rendering it possible, in the case of a company, 
for a higher dividend to be distributed to the 
shareholders than has legitimately been earned. 
In the case of a partnership, or of an individual 
owning a business, it may mislead the partners or 
him into drawing more capital out of the business 
for private expenditure than would happen were 
the statement accurately prepared.’ 


Accounting that is viewed as serving 
specific purposes seems to develop a quite 
different body of explanation from an ac- 
counting that is viewed as being either 
conservative or a mathematical exercise. 
In the Pixley view the balance sheet was 
relegated to the position of being a de- 
pendent variable and the profit and loss 
statement emphasized disposability, thus 
anticipating the Hicksian “central notion” 
of income. 

That American accounting literature 
seemed to lack direction and independence 
is due principally to the fact that American 
law has only recently formally recognized 
the services the public accountants were 
prepared to render; it was only with the 
passage of the so-called Security Acts of 
1933 and 1934 that accountants have been 
given legal recognition as experts whose 
opinion is required on the adequacy of the 
accounting statements submitted by a 
limited number of companies. One of the 
things that led to the passage of the 
Security Acts was the evidence that many 
financial statements which were being pub- 
lished were quite misleading and that this 
was a condition with which the accounting 
profession had not been able adequately 
to cope. It will be remembered that in both 
Great Britain and in the United States the 
financial statements, even when audited, 
are interpreted to be representations made 
by the issuing company. In Great Britain, 


Ibid., p. 178. 
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however, company law and practice had 
early made the auditor a representative 
of the stockholder interest whereas in the 
United States the auditor, if indeed there 
was one, was hired by and reported to the 
directors. This meant, as an eminent ac- 
countant pointed out, that in this country 
the auditor was quite powerless either to 
correct any unsound conditions that he 
might discover or to control the statements 
that were published. 

For if he (the auditor) reports adversely upon 
any of the actions of the directors, they can sup- 
press his report and publish the accounts of the 
company as prepared by themselves without any 
certificate.® 


Hatfield, too, complained in the earlier 
editions of his textbook (1909 and 1927) 
of the many misleading balance sheets that 
were published, much of it due as he said, 
“to the purposeful misrepresentation of the 
condition of the company on the part of 
the directors or officers.’”® 

Gradually since 1932 the conditions 
have been altered which had made it 
possible for management to control so 
completely the content and form of ac- 
counting statements without regard for 
acceptable standards of accounting pro- 
cedure. In 1932 the New York Stock 
Exchange instituted a requirement that 
listed corporations must state and explain 
the accounting procedures being followed 
in preparing their financial statements, the 
purpose being to provide a basis for in- 
sisting upon consistency in accounting 
procedures. Coincident with this change 
was the revision of the auditor’s certificate 
to require, as George O. May put it, 


an expression of opinion on the question whether 
the financial statements were in conformity with 
the methods professed to be followed, and wheth- 


® Dickinson, Arthur Lowes, Accounting Practice and 
Procedure, Ronald Press Co., 1914, p. 235. 

® Hatfield, Henry R., Accounting, D. Appleton & Co., 
1927, am, also, Modern Accounting, D. Appleton & 
Co., 1909, 


p. 55. 


er those methods were in harmony with good ae. 
counting standards.° 


In 1936 the Executive Committee of the 
American Accounting Association issued 
the “Tentative Statement of Accounting 
Principles” in which it was pointed out 
that by reason of the fact that “business 
managements as well as public account. 
ants have traditionally permitted them. 
selves much freedom of action” in certain 
phases or areas of accounting “the ac- 
counting expressions of conditions and re. 
sults take a great variety of forms.” What 
was hoped could be eliminated by a state. 
ment of accounting principles were the 
random variations in accounting procedure re- 
sulting ... from the various ideas of financiers 
and corporate executives as to what will be ex. 
pedient, plausible, or persuasive to investors at 
any given point of time." 


The ideal set forth was adherence to “cer. 
tain basic propositions of accounting” 
which it was asserted were not only al- 
ready well established but also “depar- 
tures from which now are viewed with 
concern by many practitionersand financial 
analysts.” The content and requirement 
of these “‘basic propositions of accounting” 
are not as well settled as yet as might be 
desired. The Chief Accountant of the SEC 
wrote early in 1937: 

Almost daily principles I had thought were deé- 
nitely accepted among members of the profession 
are violated in registration statements prepared 
by some accountant in whom I have high confi- 
dence. Indeed an examination of hundreds of 
statements filed with our Commission leads one 
to the conclusion that aside from the simple rules 
of double entry bookkeeping, there are very few 
principles of accounting upon which the account- 
ants of this country agree.” 


Nevertheless some progress is being made 
in eliminating the “random variations i 
accounting procedures” born out of ex 
pediency. The precepts which have been 
10 May, George O., Financial Accounting, Macmillan 
Company, 1943, pp. 41-42. 
THE ACCOUNTING REviEw, June 1936, p. 60. 


12 Blough, Carmen G., ‘Need for Accounting Prim 
ciples,” THe AccOUNTING REvrEw, March, 1937, p. 31. 
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evolved for the preparation and presenta- 
tion of accounting statements of those 
corporations subject to the provisions of 
the Securities Acts are gradually becoming 
more widely followed. The efforts in recent 
years of various committees of the Amer- 
ican Accounting Association and of the 
American Institute have reduced the de- 
gree of acceptable diversity in some areas. 
The formulation of a “single coordinated 
body of accounting theory” which is 
widely accepted would greatly accelerate 
the process by which accounting practice 
is being improved. 


II 


It has been an easy and a convenient 
assumption that the accounting reports 
and statements which have conventionally 
been prepared were adequate for any and 
all the purposes which called for financial 
data. Little attention has, however, been 
given to an analysis of what is required to 
) serve these purposes, or indeed, what those 
purposes specifically are. It certainly must 
be recognized that in the last fifty years 
the climate in which business operations 
are conducted has been tremendously 
altered: the operation of the banking and 
monetary system has been improved 
through the federal reserve system; the 
bankruptcy statutes have been exten- 
sively revised; the typical industrial unit 
is in the process of diversifying its under- 
takings far beyond what was considered 
desirable a few years ago; the high rates of 
income tax have emphasized the problem 
of clearly reflecting income. These changes 
can well have had the effect of reducing 
the significance of certain kinds of financial 
data and of increasing the significance of 
other data. Thus it might be that the 
changes in the monetary and banking 
system along with the greater facility in 
reorganizing a financially embarrassed 
business have removed one of the impor- 
tant arguments typically offered in favor 
of cost or market inventory valuation, or 
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even a FIFO valuation; and the clear re- 
flection of income may overcome the 
opinion once widely held that accounting 
statements should show inventories at 
something like current acquisition prices. 
It may literally be true that to serve one 
purpose adequately or completely means 
that another purpose may not be served 
as adequately; it may also be true that as 
conditions change a purpose once con- 
sidered very important has receded into 
comparative insignificance while a new 
purpose has assumed major proportions. 
What would seem to be needed is a con- 
tinuing appraisal of the functions of ac- 
counting to keep accounting statements 
attuned to the needs of the times. 
Unfortunately the functions which ac- 
counting statements perform have typi- 
cally been stated in such general terms as 
to be virtually useless in appraising the 
adequacy of accounting statements in 
providing the information that should be 
provided. One list of the functions of ac- 
counting contains among others these 
items: a report of stewardship, a basis for 
granting credit, a guide to the value of 
securities, a basis for taxation. These items 
as stated are not only not explicit, they em- 
brace much which lies beyond the capac- 
ity of accounting to provide. Thus, ac- 
counting undoubtedly can provide some 
information which is useful for deter- 
mining in a particular case whether credit 
could reasonably be granted’ and for 


18 See, for example, Penney, L. H., “Financial State- 
ments for Credit Purposes,’ Journal of Accountancy, 
September 1957, pp. 46-51. The article was written, the 
author states, to inform the banker of the information 
which audited financial statements contain which is use- 
ful in granting credit. Inasmuch as the soundness of a 
loan depends — such things as the term of the loan, 
the size of the loan, the future earning prospects of the 
firm, the sagacity of the management, it would appear 
it is easy to overstate the specific contribution that ac- 
counting statements make to resolving the request for 
credit. This is not to say that financial statements do 
not provide useful information for the task at hand; it 
is to say that much more needs to be done di- 
i ully the information contained in the finan- 
cial statements. In other words, a credit investigation 

ial statements (in this sense the information therein is 
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shedding some light in another case on 
whether a given security is under- or over- 
priced in the market. There is no common 
understanding on what particular data 
are pertinent to either question and hence 
it is difficult to know whether accounting 
statements have served their purposes as 
well as they might. In the one instance 
the ability to generate cash in the im- 
mediate future may be more important 
than the ability to show profits either 
immediately or eventually; it may be, 
however, that a concern that gives promise 
of being able to show profits will usually 
be able to obtain cash on reasonable terms, 
and that therefore what was stated as two 
problems is really only one. It would seem 
to be a fair conclusion that greater preci- 
sion in stating what it is that accounting 
statements can supply will clear the way 
to improving the serviceability of ac- 
counting. 

What the proper functions of accounting 
are might, of course, be inferred from a 
critical appraisal of the practices and 
procedures upon which conventional ac- 
counting is based. Thus the profit and loss 
statement usually emphasizes in its rev- 
enue section some aspect of realization, 
though a whole series of events may be 
listed as necessary steps in eventually 
consummating the exchange: the quota- 
tion of prices, the receipt of the order, the 
putting of goods into process and their 
eventual completion, the delivery of the 
goods to the purchaser, the eventual col- 
lection of the bill. Conceivably some 
“earning” could be presumed to have oc- 
curred in connection with a number of 
these steps if not with each. When, then, 
for example, we choose to record revenue 
as having emerged at the point of sale, we 
have by that choice indicated something 
of what we conceive the function of ac- 
counting to be—that the center of interest 


“‘basic’”’), but it could hardly be said that the financial 
statements provide the basis for granting credit if their 
examination is only the first step in the investigation. 
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is rather closer to the disposability or dis. 
tributability of assets than to the earnings 
which might be attributed to each or tp 
any step in the production process, or even 
to the earnings which might be attributed 
to the business as support for the values 
ascribed to the enterprise. The offsets 
made against those revenues indicate 
somewhat further the concept of the fune- 
tion of accounting, or perhaps round out 
the notion of the function of accounting. 
It goes without saying that to carry con- 
viction the revenues and the offsets 
against that revenue should be logically re. 
lated to each other. 

The beginning point in forging a theory 
of accounting we have just intimated isa 
fairly precise notion of the functions that 
accounting can or must serve in our society, 
This is not quite the whole of the matter 
because what is undertaken must always 
be tempered by the nature and charac- 
teristics of the data available to be sum- 
marized and marshaled in the accounting 
reports. Paton and Littleton speak of the 
function of accounting as “a means of ex- 
pressing the financial facts of business ina 
significant manner.’* What constitutes a 
“financial fact” is subject to some inter- 
pretation. In the chain of events earlier 
enumerated which eventuated in the 
emergence of revenue it is hardly correct 
to say that the delivery of the goods is the 
only convincingly affirmed financial fact 
in the chain. And when it comes to the off- 
sets which are made against revenue it is 
commonplace to note that some of these 
charges are not facts in the sense of being 
separately negotiated bargains. This quota- 
tion from Pixley states with much realism 
what is involved in the complete account- 
ing process: 

The preparation of a Profit and Loss Account 
is, taken in conjunction with the Balance Sheet, 
the culminating point of the system of double en- 


try Bookkeeping; but it demands knowledge ad- 
ditional to that necessarily possessed by the mere 


“ Introduction, p. 4. 
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bookkeeper, inasmuch as in most cases there has 
to be introduced into this account on the Expendi- 
ture side sundry items which, not being items of 
fact, require a considerable amount of thought, 
and also the assistance of technical knowledge, 
before they can be inserted in their proper 
places."* 
A theory of accounting would seem prop- 
erly to provide guidance in “inserting in 
their proper places” those items which 
“not being items of fact” are nevertheless 
necessary to provide the data on which 
certain decisions may properly be made. 
A word should be added here on the 
relation between the generally accepted 
principles of accounting and accounting 
theory. These generally accepted prin- 
ciples of accounting are a somewhat hazily 
identified group of generalizations which 
represent a crystallization of what has 
come to be recognized by skilled and ex- 
perienced practitioners as appropriate ac- 
counting procedures for a broad range of 
typical business situations. That there can 
be a consensus of these skilled and experi- 
enced practitioners which is entitled to 
respect, whether on questions on which 
policy is rather well settled or on questions 
posed by new conditions, suggests that 
with experience there develops a rather 
widely held sense of the correct thing to 
do. The implication is that there is a body 
of doctrine (i.e., accounting theory) that 
simply awaits formulation which underlies 
these generally accepted principles of ac- 
counting. The formulation, incidentally, 
Professor Littleton suggests, will result in 
greater rather than less freedom for ac- 
counting practice. 
Whether we are conscious of them or not there 
are reasons beneath everything we do. Knowing 
what they are will provide a better understand- 


ing of our aims and thus help us to discriminate 
among possible actions.'* 


If accounting theory is attuned to the 
functions of accounting, as presumably ac- 


% Accountancy, p. 156. 
® Structure of Accounting Theory, p. 132. 
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counting practice may also be attuned, 
then accounting theory and accounting 
practice will exist side by side, each 
strengthening the other. 

To sum up: The functions of accounting 
are typically stated in such very broad 
and comprehensive language that there is 
a tendency toward a substantial over- 
statement of the information that con- 
ventional accounting statements and re- 
ports contain. Perhaps the functions of 
accounting should be restated in more re- 
strained language to connote more care- 
fully the services and information which 
accounting is prepared to provide. From 
such a starting point it may be possible to 
devise new accounting techniques to serve 
additional ends which are now inade- 
quately served. 


it 


This paper should perhaps be ended at 
this point—and it would be were there not 
evidence in the Introduction to Cor porate Ac- 
counting Standards as elsewhere in ac- 
counting literature, of a tendency to re- 
tain all that has been plausibly argued and 
vigorously presented regardless of its 
merit as a part of a logical system. This 
portion of the paper will undertake to 
demonstrate that the theory of accounting 
which is here envisioned need not and must 
not embrance the entire structure of doc- 
trine and dogma now adduced in support 
of the now generally accepted principles 
of accounting. A problem to be faced in the 
formulation of a theory of accounting is to 
determine what to select and to reject 
once the underlying concepts of accounting 
are settled, and it is not the problem of 
how to embrace comprehensively all that 
now appears in our literature. 

One of the requisites of a technology 
and of the theory which supports it is a 
precise language which can be used to ex- 
press ideas with clarity and to assist in 
careful analysis. On this score it appears 
particularly unfortunate, for example, that 
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shedding some light in another case on 
whether a given security is under- or over- 
priced in the market. There is no common 
understanding on what particular data 
are pertinent to either question and hence 
it is difficult to know whether accounting 
statements have served their purposes as 
well as they might. In the one instance 
the ability to generate cash in the im- 
mediate future may be more important 
than the ability to show profits either 
immediately or eventually; it may be, 
however, that a concern that gives promise 
of being able to show profits will usually 
be able to obtain cash on reasonable terms, 
and that therefore what was stated as two 
problems is really only one. It would seem 
to be a fair conclusion that greater preci- 
sion in stating what it is that accounting 
statements can supply will clear the way 
to improving the serviceability of ac- 
counting. 

What the proper functions of accounting 
are might, of course, be inferred from a 
critical appraisal of the practices and 
procedures upon which conventional ac- 
counting is based. Thus the profit and loss 
statement usually emphasizes in its rev- 
enue section some aspect of realization, 
though a whole series of events may be 
listed as necessary steps in eventually 
consummating the exchange: the quota- 
tion of prices, the receipt of the order, the 
putting of goods into process and their 
eventual completion, the delivery of the 
goods to the purchaser, the eventual col- 
lection of the bill. Conceivably some 
“earning” could be presumed to have oc- 
curred in connection with a number of 
these steps if not with each. When, then, 
for example, we choose to record revenue 
as having emerged at the point of sale, we 
have by that choice indicated something 
of what we conceive the function of ac- 
counting to be—that the center of interest 


“‘basic”’), but it could hardly be said that the financial 
statements provide the basis for granting credit if their 
examination is only the first step in the investigation. 


is rather closer to the disposability or dis. 
tributability of assets than to the earnings 
which might be attributed to each or to 
any step in the production process, or even 
to the earnings which might be attributed 
to the business as support for the values 
ascribed to the enterprise. The offsets 
made against those revenues indicate 
somewhat further the concept of the func- 
tion of accounting, or perhaps round out 
the notion of the function of accounting. 
It goes without saying that to carry con- 
viction the revenues and the offsets 
against that revenue should be logically re- 
lated to each other. 

The beginning point in forging a theory 
of accounting we have just intimated is a 
fairly precise notion of the functions that 
accounting can or must serve in our society. 
This is not quite the whole of the matter 
because what is undertaken must always 
be tempered by the nature and charac- 
teristics of the data available to be sum- 
marized and marshaled in the accounting 
reports. Paton and Littleton speak of the 
function of accounting as “a means of ex- 
pressing the financial facts of business ina 
significant manner.’ What constitutes a 
“financial fact” is subject to some inter- 
pretation. In the chain of events earlier 
enumerated which eventuated in the 
emergence of revenue it is hardly correct 
to say that the delivery of the goods is the 
only convincingly affirmed financial fact 
in the chain. And when it comes to the off- 
sets which are made against revenue it is 
commonplace to note that some of these 
charges are not facts in the sense of being 
separately negotiated bargains. This quota- 
tion from Pixley states with much realism 
what is involved in the complete account- 
ing process: 

The preparation of a Profit and Loss Account 
is, taken in conjunction with the Balance Sheet, 
the culminating point of the system of double en- 


try Bookkeeping; but it demands knowledge ad- 
ditional to that necessarily possessed by the mere 


™ Introduction, p. 4. 
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bookkeeper, inasmuch as in most cases there has 
to be introduced into this account on the Expendi- 
ture side sundry items which, not being items of 
fact, require a considerable amount of thought, 
and also the assistance of technical knowledge, 
before they can be inserted in their proper 


places.”* 
A theory of accounting would seem prop- 
erly to provide guidance in “inserting in 
their proper places” those items which 
“not being items of fact” are nevertheless 
necessary to provide the data on which 
certain decisions may properly be made. 
A word should be added here on the 
relation between the generally accepted 
principles of accounting and accounting 
theory. These generally accepted prin- 
ciples of accounting are a somewhat hazily 
identified group of generalizations which 
represent a crystallization of what has 
come to be recognized by skilled and ex- 
perienced practitioners as appropriate ac- 
counting procedures for a broad range of 
typical business situations. That there can 
be a consensus of these skilled and experi- 
enced practitioners which is entitled to 
respect, whether on questions on which 
policy is rather well settled or on questions 
posed by new conditions, suggests that 
with experience there develops a rather 
widely held sense of the correct thing to 
do. The implication is that there is a body 
of doctrine (i.e., accounting theory) that 
simply awaits formulation which underlies 
these generally accepted principles of ac- 
counting. The formulation, incidentally, 
Professor Littleton suggests, will result in 
greater rather than less freedom for ac- 
counting practice. 
Whether we are conscious of them or not there 
are reasons beneath everything we do. Knowing 
what they are will provide a better understand- 


ing of our aims and thus help us to discriminate 
among possible actions.’* 


If accounting theory is attuned to the 
functions of accounting, as presumably ac- 


Accountancy, p. 156. 
™ Structure of cities Theory, p. 132. 
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counting practice may also be attuned, 
then accounting theory and accounting 
practice will exist side by side, each 
strengthening the other. 

To sum up: The functions of accounting 
are typically stated in such very broad 
and comprehensive language that there is 
a tendency toward a substantial over- 
statement of the information that con- 
ventional accounting statements and re- 
ports contain. Perhaps the functions of 
accounting should be restated in more re- 
strained language to connote more care- 
fully the services and information which 
accounting is prepared to provide. From 
such a starting point it may be possible to 
devise new accounting techniques to serve 
additional ends which are now inade- 
quately served. 


iit 


This paper should perhaps be ended at 
this point—and it would be were there not 
evidence in the Introduction to Cor porate Ac- 
counting Standards as elsewhere in ac- 
counting literature, of a tendency to re- 
tain all that has been plausibly argued and 
vigorously presented regardless of its 
merit as a part of a logical system. This 
portion of the paper will undertake to 
demonstrate that the theory of accounting 
which is here envisioned need not and must 
not embrance the entire structure of doc- 
trine and dogma now adduced in support 
of the now generally accepted principles 
of accounting. A problem to be faced in the 
formulation of a theory of accounting is to 
determine what to select and to reject 
once the underlying concepts of accounting 
are settled, and it is not the problem of 
how to embrace comprehensively all that 
now appears in our literature. 

One of the requisites of a technology 
and of the theory which supports it is a 
precise language which can be used to ex- 
press ideas with clarity and to assist in 
careful analysis. On this score it appears 
particularly unfortunate, for example, that 
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the balance sheet has been referred to for 
so long as a statement of financial position, 
a title which uses words which connote 
much more than the statement and the 
underlying data are capable of providing. 
The campaign for the substitution of re- 
tained earnings for earned surplus on the 
basis of greater understandability on the 
part of a hazily defined general public is 
cynical in its implications that accounting 
is not the highly technical study and 
process that it is. If earned surplus is a 
difficult and uncertain concept then to 
change the title but not the concept, or 
not to sharpen it, avails nothing. 

The word ‘“‘cost” is used in accounting 
perhaps more often than any other word; 
it is also true that the word is used in a 
multitude of senses, a condition which de- 
tracts from its usefulness for precise 
thinking and description. Thus Paton and 
Littleton say 
A cost is both an acquisition price and, perhaps 


after several intermediate conversions, a charge 
to revenue.'? 


Costs are also said to “expire” and they 
are said to “benefit future periods.” To 
say that a cost is an acquisition price is 
quite in accord with experience. But ac- 
quisition prices do not literally become 
something else—they do not expire or 
benefit future periods or even become 
converted into goods in process or finished 
goods. The acquisition price of a twenty- 
year-old asset is an historical fact, whether 
the asset is fully or only partly depre- 
ciated, whether it is still in use or retired. 
Nor is there warrant for stating, as has 
been done, that as the acquisition price is 
gradually offset against the revenues of 
the firm this process of offsetting ‘‘meas- 
ures the consumption of resources which is 
made good (at least in part) from the 
proceeds of sales.’”* It is simply not de- 
monstrable that the proceedsof sales “make 
7 Introduction, p. 67. 


48 Paton, William A., Essentials of Accounting, Mac- 
millan Company, 1949, p. 100. 
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good” the resources which somehow or 
other are said to be consumed. Neverthe. 
less on the basis of such statements it js 
variously argued, for example, that the 
charging of depreciation recovers either the 
physical capital consumed or the dolla 
value of the capital consumed.” The ac. 
counting “charge to revenue” is not a 
literal recovery of costs in any sense of the 
term and any analysis that proceeds on 
the basis that such literal recovery occurs 
must surely be suspect. 

No principle is today so widely relied 
upon to justify the inclusion of particular 
expenses in the profit and loss statement 
as the principle of matching costs with 
revenues. This matching principle repre- 
sents, of course, an effort to solve some of 
the very perplexing problems arising out 
of the underlying concept that it is possible 
to make meaningful financial statements 
at intervals throughout the life of a going 
concern. The matching principle begins 
with the established practice in account- 
ing of accumulating in an inventory ac- 
count the acquisition prices of goods held 
for resale. When the goods are sold the 
directly associated costs and revenues are 
offset against one another. It is reasoned 
by the advocates of the matching principle 
that since all expenditures made by man- 
agement contemplate some contribution to 
operations all expenditures should logically 
become associated with particular items of 
goods or services. As Paton and Littleton 
express it: 

According to the position taken here all costs in- 
curred prudently and in good faith are reflected at 
least momentarily in the total of assets. ...” 
Ideally, all costs incurred should be viewed as ul- 
timately clinging to definite items of goods sold 
or services rendered. 

The crux of the matter lies therefore in 
determining what were called “satisfac- 

See Graham, Willard J., Price Levels 
and the Determination, Reporting, and Interpretation 


of Income,” THE ACCOUNTING REviEw, January 1949, 


pp. 15-26. 
2 Introduction, p. 72. 
Tbid., p. 15. 
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tory bases of association” between the 
general administration and selling ex- 
penses and particular items of goods or 
grvices, for once this problem is solved 
the problem of periodicity with respect 
to expenses will be solved. What were 
sitisfactory bases of association consti- 
tuted a major problem which was avoided 
largely by the novel and unusual notion 
of “clinging costs,” though Paton and 
Littleton did state that “in view of the 
work being done in certain quarters some 
improvement in the assignment of general 
and selling charges may be anticipated.” 
It was also stated that “the application 
of the tools of functional analysis (budget- 
ing and standard costs) to administrative 
and selling charges” represented ‘“‘another 
important development.’ It hardly needs 
be formally noted that these hoped-for 
“bases of association” have not material- 
ized and that in consequence the match- 
ing principle has a decidedly limited ap- 
plication. What degree of validity it 
possesses has long been embraced in in- 
ventory practice and procedure. 
Accounting, of course, uses money-price 
as the common denominator to represent 
the goods and services acquired, quite re- 
gardless of the diversity represented by 
these goods and services. This proposition 
was accepted by Paton and Littleton 
as one of the underlying concepts of ac- 
counting and was stated as follows: 
Accounting uses money-price only because it is a 
convenient common denominator by which di- 
verse objects and services are expressed homo- 


geneously and because it is the common mode of 
expressing bargained exchanges.” 


Ina somewhat different connection, Paton 
and Littleton also point out that the bar- 
gained exchange is significant to account- 
ing because it is out of the documents that 
emanate from the bargained exchange 
that the verifiable objective evidence is 


® Ibid., pp. 70-71. 
Ibid., p. 13. 
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obtained that is deemed so desirable.™ 
Nevertheless, Paton and Littleton find 
that there are occasions when cost (do they 
mean acquisition price?) does not seem to 
be properly reflected by the terms of the 
bargained exchange. Thus it is asserted 
that the money-price data of a bargained 
exchange does not supply “true cost” data 
if the final settlement is not effected at 
once.* The reason for the constriction is 
not stated but seems to be related not to 
an idea of implicit interest but rather to 
the notion that the invoice price (bar- 
gained price) as stated is higher than it 
might have been had the bargain been 
made in a somewhat different manner. 
The “true cost” of an item purchased sub- 
ject to a purchase discount is asserted to 
be invoice price less the discount despite 
the fact that the discount is related to the 
act of paying rather than purchasing; an 
item purchased on an instalment contract 
has a finance charge included in the invoice 
price which should be removed even 
though there is no objective way to do so. 
Cost turns out to be neither necessarily 
the acquisition price as measured by the 
invoice figures nor is it necessarily objec- 
tively determined on a bargained basis. 
What then is it? Certainly the insistence 
upon quantification on the basis of im- 
mediate cash settlement is not based upon 
today’s typical business practice. 

It is argued not only that the bargained 
exchange may on occasion overstate costs 
but also that the bargained exchange may 
overstate revenues. The overstated rev- 
enue proposition is advanced on the some- 
what different ground that possible re- 
turns of goods sold and the possible failure 
to collect do make “the final outcome of 
the sale...somewhat uncertain,” as 
though the returning of goods or the failure 
to pay for them constituted a revision of 
the original bargained exchange. Whether 
a return of goods or the failure to pay for 


% Ibid., p. 18. 
% Ibid., p. 26. 
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goods not returned should be construed as 
a revision of the original bargained ex- 
change is a matter that cannot be con- 
clusively settled on logical grounds but 
some statements from Paton and Littleton 
can be adduced that rebut the argument 
that the bargained exchange was in con- 
sequence later revised. 

Objectively determined facts of one period 

may be offset, and in effect cancelled, by subse- 
quent objectively determined facts. But the facts 
first determined, if their determination was con- 
vincingly objective, are none the less deperidable 
facts as of that moment. They afford a better 
basis for action than un-objective facts, that is, 
subjective opinion.* 
The view that, say, the failure to pay 
an account constitutes a revision of the 
original bargained exchange is developed 
as follows: Had it been known at the time 
of the sale that the customer would fail 
to pay, no revenue would ever have been 
recorded. Gilman, for example, argues 
that “‘to the extent that accounts re- 
ceivable are not paid an error was made in 
recognizing income as realized.””” A more 
appropriate observation would seem to be 
that had it been known at the time of the 
sale that the customer would not pay there 
not only would have been no revenue re- 
corded but also no bargained exchange 
would have been consummated. The sus- 
picion arises that the “true revenue” con- 
cept was developed to preserve in the sys- 
tem of accounting the reserve for bad 
debts which had originally been justified 
on the ground that accounts receivable 
should be stated at their cash realizable 
value—an inapt argument when the profit 
and loss statement is the center of interest 
for accounting. 

But if the reserve for bad debts pro- 
vision cannot be defended as a correction 
of the recorded revenue perhaps, as a foot- 
note in the Introduction states, it can be 
% Tbid., pp. 21-22. 


%7 Gilman, Stephen, Accounting Concepts of Profit, 
Ronald Press, 1939, p. 119. 


defended as an expense under the match- 


ing principle. In support apparently of 
such a position Paton and Littleton state: 


Possible returns and other offsets attaching to re- 
ceivables outstanding at the end of the period may 
be accrued, with reasonable accuracy on the basis 
of experience. . . .2* (Italics added) 


The suggestion that items such as these 
can be accrued raises a fundamental ques- 
tion. In the conventional accrual, say ac- 
crued wages or accrued property taxes, all 
the elements of a bargained exchange are 
present except the formalization of the 
transaction by reason of the expiration of 
the payroll period or the taxes becoming 
legally due and payable. In these cases all 
the elements for quantification are ex- 
plicit. Here it is asserted apparently that 
estimates for returns of goods and for bad 
debt losses take on aspects of the conven- 
tional accruals because estimates may be 
made “with reasonable accuracy on the 
basis of experience.”’ Since this position 
assumes something approaching certitude 
on the basis of experience estimates, it will 
be worth while to analyze with some care 
the nature of these “experience estimates.” 
A number of means of quantifying a bad 
debts estimate have been suggested. (I do 
not recall ever seeing a suggestion on how 
to estimate the amount of goods to be re- 
turned.) A member of the firm familiar 
with the firm’s customers, with credit 
conditions in the locality, and perhaps 
with business in general, will examine each 
account, one by one, and come up with a 
prognostication of the amount of uncol- 
lectibles that might reasonably be ex- 
pected. The answer that will be obtained 
will depend partly upon the definition of 
uncollectibility that is adopted, i.e., will 
the account be collected within six months, 
within a year, within the year, or never. 
This sort of an “experience estimate” is 
shot through and through with personal 


Ibid., p. 55. 
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opinion and bias as to what will occur 
sometime in the future, and it is difficult to 
see how such opinion can be construed as 
being in the nature of a correction of an 
already consummated bargained exchange. 
Certainly no different terms are being ar- 
ranged and at best there is only a forecast 
as to what may occur with respect to 
particular accounts. This is not to say that 
estimates of this sort made in this manner 
do not need to be made by management in 
properly exercising its functions, but that 
is not conclusive that the consummated 
exchanges are being corrected. What “‘ex 
perience estimates” often turn out to be 
are estimates of future expectations made 
by experienced members of the manage- 
ment team. Such estimates have little in 
common with the conventional accruals. 
A second type of experience estimate is 
of a quite different order. This type of ex- 
perience estimate undertakes to demon- 
strate on the basis of a statistical study 
that there is a basis of association between 
the amount of bargained exchanges and 
the amount of bad debts which will even- 
tually be disclosed; that some magnitude 
such as credit sales has high predictive 
values for another magnitude such as bad 
debt losses. This would be a difficult study 
to design and I do not ever recall seeing 
the hypothesis demonstrated, though vir- 
tually every accounting textbook asserts 
either that it can be done or is being done. 
Alternatively, one would expect that the 
“adequacy” of the reserve for bad debts 
could be tested, but the textbooks on ac- 
counting principles and on auditing are 
completely devoid of any suggestion that 
there is a standard by which the adequacy 
of the reserve for bad debts can be deter- 
mined. To illustrate the point just made, a 
registration statement was selected at 
random which turned out to be a steel 
company with securities listed on the New 
York Stock Exchange. A balance of 
$97,957 was carried in the reserve for 
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doubtful accounts at December 31, 1950. 
The supporting schedules show total ad- 
ditions to this reserve of $31 for the years 
1948, 1949, and 1950, all due to recoveries 
of accounts previously written off; de- 
ductions for accounts written off and ex- 
penses of collection of $558, $11, and $474, 
respectively, were made in these three 
years. At the rate at which accounts were 
written off against the reserve in these 
three years, the reserve would not be ex- 
hausted for something like 300 years.” 
And yet I can adduce no evidence from any 
textbook that this balance is excessive—or 
even that it is not excessive! It may be 
noted in passing that an addition to a re- 
serve for bad debts has been a business ex- 
pense for income tax purposes since 1921— 
with the limitation now still as it was then, 
only “at the discretion of the Commis- 
sioner or his delegate.” Surely, if stand- 
ards have been developed for estimates of 
bad debts such a limitation would not 
have been tolerated this long. 

Were it possible to demonstrate statis- 
tically that the losses for bad debts could 
be predicted from such magnitudes as 
credit sales it would be proper, it seems to 
me, to say that accrual was justified on 
quite the same grounds as incurred labor 
costs are accrued. What is necessary is that 
the bases of association be demonstrated 
as the conceptual model of the matching 

To bring this d to-d 
accounts as filed with the Securities and Exchange Com- 
mission by the company (Wheeling Steel Corporation). 
The information from these photostatic copies for the 
four years 1951 through 1954 may be summarized as 
follows: (1) No additions were made to the reserve by 
reason either of recoveries of accounts previously writ- 
ten off or of charges to profit and loss; (2), debits by 
reason of accounts written off and expenses of collection 
amounted to $499 in 1952 and $840 in 1954. The photo- 
static copies break the reserve down between that for 
trade accounts and for other than trade accounts; they 
also indicate that the account write-offs in 1952 and 
1954 were of accounts other than trade accounts. The 

period annual bad debt write-off over the seven- 
tly less than for the three-year 
text above. At December 31, 1954, the 


ae the reserve for doubtful (trade) accounts 
prme ye at $95,309, unchanged for at least four years. 
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principle requires. Lacking this, the ex- 
perience estimate must be considered to be 
an estimate by experienced management— 
a quite different order of estimate. There is 
a philosophy sometimes expressed or im- 
plied in accounting that an estimate that 
is far from the mark because there is no 
satisfactory basis on which to make it (no 
demonstrated statistical relationships) is 
better than no estimate at all. A philoso- 
phy more appealing to me is that if these 
bases of association cannot be demon- 
strated to exist, the estimate is a manage- 
ment estimate and not to be reflected in 
the accounts. It is altogether possible that 
some of the features of accounting which 
are said to be confusing to the layman 
represent efforts to include in the account- 
ing reports and statements things that 
are really not logically related to the 
materials about which accounting reports. 
Another way of saying this is that account- 
ing may have gotten more complicated 
than is justified. 


IV 


As viewed in this paper, accounting 
theory is a scheme of interrelated and in- 
ternally consistent ideas on the manner 
and the devices by which the functions of 
accounting can be realized. The formula- 
tion of accounting theory would improve 
the service that accounting is prepared to 
render in our business and social structure 
by providing the structure by which to 
test and improve present practices of ac- 
counting and to serve as a guide to the 
solution of those new problems which are 
certain to intrude themselves. The defi- 
nition of accounting theory that was sug- 
gested indicates that the functions of ac- 
counting must be much more explicitly 
formulated than has customarily been the 
case, for only in that way can the problem 
be really faced of providing useful informa- 
tion for specific purposes. In saying this it 
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must of course be recognized that there 
are limits to the range of useful informa. 
tion which accounting can presume to fur. 
nish, and that it is quite as bad to under. 
take to incorporate into the accounts 
extraneous and inconsistent elements as jt 
is to fail to provide that which the ac. 
counting system is capable of providing. 
It may well be that the rigorous applica- 
tion of the precept of interrelated and in- 
ternally consistent ideas will actually 
simplify the practice of accounting by 
eliminating certain procedures as being 
logically unwarranted as part of the struc- 
ture of accounting. 

And what will be the substance of this 
body of theory or doctrine? Forecasts are 
most hazardous. The formulation might 
begin with the outline of the Paton and 
Littleton Introduction, into which would 
be distilled the essence of Pixley and the 
critical comments and evaluation of Hat- 
field. It should, as Professor Chambers has 
pointed out, consist of a set of statements 
expressed in the indicative mood rather 
than in the form of directives or impera- 
tives.*° There may well be some simplifica- 
tion in the structure of accounting, not out 
of consideration for the limited compre- 
hension of the layman using accounting 
statements but by reason of the fact that 
some things now done in the name of good 
reporting are unwarranted as parts of a 
logical scheme of accounting. An effort 
would be made to define concepts care- 
fully and sharply, and language would be 
chosen that would express ideas with pre- 
cision. The foundation will thereby be 
laid by which accounting may render the 
maximum of service to the business and 
social structure of our society. Thereby 
the practice of accounting will be improved 
and the profession of accountancy will be 
strengthened. 


% Chambers, R. J., “Detail for a Blueprint,” Tat 
AccounTInG REview, April 1957, p. 207. 
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COMMENTS ON “ACCOUNTING AND REPORTING 
STANDARDS FOR CORPORATE FINANCIAL 


STATEMENTS—1957 REVISION” 


W. G. LEONARD 
Director of Professor Courses, School of Commerce, Queen’s University 


issue of January 1958 of THE Ac- 

COUNTING REvIEW by George J. 
Staubus was interesting and provocative. 
However, some ideas were presented in a 
positive way which may fairly be called 
into question. 

Both the statement of the committee 
and Mr. Staubus’ article assert that “The 
value of an asset is the money-equivalent 
of its service potentials—etc.,” but the 
committee is sufficiently realistic to admit 
that “this conception of value is an ab- 
straction” which merely emphasizes what 
accounting cannot be, rather than what it 
is. How, then, can one state as Mr. Staubus 
does that such an abstraction is ‘“‘an ideal 
against which all practices can be meas- 
ured”? An abstract ideal that is utterly 
unrelated to the kinds of recorded facts 
available to practitioners of the art of ac- 
counting is not (nor can it be) a satisfac- 
tory criterion of good practice. How can 
we pretend to speak for accountants if the 
whole burden of our plaint is, “How nice 
it would be if, someday, accounting can 
become entirely different in kind from any- 
thing that has its roots in the realities of a 
mundane existence!’’? 

The article states (on page 11) that 
“Distinguishing between monetary assets 
and non-monetary assets paves the way 
for several possible desirable develop- 
ments in accounting practice.” No hint is 
given of the nature of these developments 
which are so possible and so desirable! 

Mr. Staubus seems to go to considerable 
length in praising the committee for ab- 
surdities of which it might fairly plead 


Te article under this heading in the 
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innocent. He states that “Expenses and 
losses are defined so that neither includes 
the other.” Many practitioners might re- 
act as follows, “It’s a good trick if you 
can do it.” Also “ . . . losses will be recog- 
nized as generally non-recurring. ...” 
Many a business man would pay well for 
some magic carpet to convert his regular 
losses from pilferage or spoilage into the 
category of “generally non-recurring.” 

The old, old search for Utopia shines 
through in the statement that “Revenues 
and expenses will be recognized as more 
valuable bases for predictions when they are 
limited to recurring types of events. ...” 
Hail the mechanical age of the self-regulat- 
ing enterprise whose future will never be 
uncertain nor its gyrations irregular! 

With regard to “equities,” the com- 
mittee shows a remarkable unwillingness 
to use plain words and Mr. Staubus 
plunges even deeper into the twilight of 
involved and obscure wordiness. Both 
seem loath to admit that the liabilities of 
an enterprise are merely the debts that a 
court will, at need, enforce against the 
enterprise. A court will not enforce pay- 
ment of preferred dividends that are un- 
declared: hence, preferred stock is not a 
liability. This is a simple and understand- 
able theory, of respectable origin and an- 
cient vintage: one agrees or one disagrees. 
Why not meet the issue squarely instead 
of trying to smother it under a mountain 
of words? 

A major weakness of the committee re- 
port is that it virtually ignores the legal 
framework in which, to quote Mr. 
Staubus, “accounting is done.” The com- 
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mittee has accomplished miracles of round- 
about generalization in avoiding the 
fundamental admission that one major 
purpose of accounting is the rendering of a 
report of stewardship by managers to 
owners. Mr. Staubus rightly criticizes the 
committee for its indirect approach to the 
problem of defining the audience to which 
accounting reports are addressed. 

The committee refers coyly (page 5) to 
“Revenue, the principal source of realized 
net income....” What other sources are 
there, if any? Also, in defining revenue 
why does the committee prefer the fuzzy 
word “transferred” to the forthright word 
“sold”? What kinds of transfers of prod- 
ucts and services, other than sales, can 
give rise to revenues? 

This reader objects to the use of certain 
vague terms in a sense that can only be- 
wilder rather than enlighten. One example 
is the use of the fuzzy term “benefit to 
future operations” (committee report page 
6). Presumably this means that the cost 
may reasonably be related to future rev- 
enue realizations. Another example is the 
statement (Staubus article page 16) that 
“revenues are favorable changes in net 
monetary assets” and that “expenses are 
unfavorable changes in net assets.” One 
wonders why a rational business manager 
would ever incur an expense if each ex- 
pense outlay was, by definition, an un- 
favorable change in net assets. The ex- 
pressions “unfavorable value flows” and 
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“favorable value flows” likewise lack 
specific meaning and are confusing rather 
than informative. 

Finally, this reader is in hearty dis. 
agreement with the suggestion that by 
trying to make “the new realization con. 
cept... essentially useless” the commit. 
tee has rendered a service (if Mr. Staubus 
is correct in attributing this to them). He 
suggests that the term “unrealized ip. 
come” might be replaced by “income not 
involving a funds receipt (if funds are de. 
fined as net short-term monetary items).” 
Is this substitution an aid to clarity? We 
obtain the phrase income not involving te. 
ceipt of short-term monetary items. This 
reader will continue to assert that the 
phrase “unrealized income” is self-con- 
tradictory. In other words, “there is no 
such animal.” Income does not emerge 
until (a) revenue is realized and (b) re 
lated costs are deducted from the revenue 
realization. 

Accounting is utilitarian. First, the art 
of accounting must serve the needs of 
managers and owners. From a practical 
point of view (that of budgeting and other 
decision-making) there is no income with- 
out revenue realization. No amount of 
sophistry should be permitted to cloud this 
basic concept unless we are prepared to 
admit that we are talking about something 
entirely different from the art of account- 
ing which is a living reality in the modem 
world of affairs. 
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DOCTORAL PROGRAMS IN ACCOUNTING 


REPORT OF THE TASK COMMITTEE ON STANDARDS 
OF GRADUATE INSTRUCTION 


WENTY-NINE universities in the 
United States offer doctoral pro- 
grams that will “fit the needs of a 
student whose primary interest is to pre- 
pare for a career of either the teaching of 
accounting or research in accounting.” A 
survey of these programs was undertaken 
by the Task Committee on Standards of 
Graduate Instruction, formed early in 
1957 to succeed the Task Committee on 
Standards of Accounting Instruction.! The 
paragraphs that follow summarize the in- 
formation the committee gathered during 
its first year of operation. 

At two of the universities, the degree 
granted is Doctor of Business Administra- 
tion;? at the other twenty-seven, the de- 
gree is Doctor of Philosophy. In the case 
of all but one of the institutions that grant 
the Ph.D., the degree requirements are 
within a general framework prescribed by 
the Graduate School (College, Division) of 
the institution. At three universities the 
students whose primary interest is ac- 
counting pursue their doctoral studies 
under the jurisdiction of the economics 
department. In two cases the program is 
jointly conducted in economics and busi- 
ness administration. In all other instances, 
the Department or School (College, Divi- 
sion) of Business Administration (Or- 
ganization, Commerce) offers and ad- 
ministers the degree program, subject, in 
most instances, to general, university-wide 
requirements. 

Because the Committee was concerned 


! The findings of the earlier committee’s inquiry into 
undergraduate programs appeared in the January, 
1956 AccounTinG Review (“Undergraduate Curricu- 
lum Study’’), pp. 36-42, and the findings of its study of 
Master’s programs in accounting (“Preliminary Mas- 
ter’s Degree Curriculum Report”) appeared in the 
July, 1957 Accountinc REviEw, pp. 362-368. 

* At the University of Indiana, a doctoral student in 
accounting can follow one program leading to the 
Ph.D. degree or another leading to the D.B.A. degree. 


with doctoral programs in accounting, it 
was interested in institutional practices 
with respect to any student who wished to 
major (specialize, concentrate) in account- 
ing in his doctoral program without having 
had the minimum course requirements for 
a master’s degree in accounting. Inquiry 
on this point brought responses from 
twenty-four institutions. All stated that 
students would be expected to make up 
such a deficiency by taking courses; in five 
cases it was stated that students would be 
expected to supplement such coursework 
by independent study. Only two replies 
indicated that these students would be 
specially examined on this make-up work. 


RESIDENCE AND COURSE REQUIREMENTS 


Every institution requires that either a 
specified minimum amount of time be 
spent, or a minimum number of units or 
credits be earned, at the college or univer- 
sity granting the doctor’s degree. Most of 
the responses to the inquiry as to the 
residence requirement were in terms of the 
number of years, semesters, or quarters 
that must be completed in residence with- 
out any indication as to whether the time 
specified involved a minimum require- 
ment as to units or credits to be earned. 
The following tabulation summarizes the 
findings as to the minimum time the stu- 
dent must be resident at the institution 
granting the degree: 


Number of 

Minimum Residence Requirement I — 

Requirement 
16 
One year in continuous residence...... 3 
One of last two years in residence... .. 3 
4 

Two years with one in continuous resi- 

29 
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Eighteen institutions have no minimum 
requirement as to the number of credits 
to be earned to obtain the doctor’s degree 
though, in a few cases, a nominal number 
of credits are required to meet a residence 
requirement. Eleven schools have a mini- 
mum requirement as to hour (units) of 
graduate credit. The range is from 24 to 
90 semester hours (or equivalent for in- 
stitutions on the quarter system). 

The investigation included an inquiry 
as to whether doctoral students, if they 
are required to take courses, must meet 
any higher standards of scholarship than 
is required of master’s students. The an- 
swer was “no” in twenty-four cases, and 
“yes” in three. (There was no response to 
the inquiry in two cases.) 

In response to a question as to whether 
there were any courses or seminars open 
only to doctoral students, twenty said 
that they had no courses or seminars so 
restricted. Nine replied that they had 
some classes available only to doctoral 
students. 


FOREIGN LANGUAGE REQUIREMENTS 

The two institutions that grant the 
D.B.A. degree do not have a foreign lan- 
guage requirement. The Ph.D. program 
in accounting at one university does not 
require a foreign language. In all other 
cases, at least one foreign language is re- 
quired. The most common practice (ten 
cases) is a requirement of two languages— 
ordinarily French and German with a 
possibility of substitution for one. Statis- 
tics and advanced mathematics are the 
tool subjects substituted most frequently. 

In more than two thirds of the programs 
the language requirement must be satisfied 
before the examinations over the required 
fields of study may be attempted. In all 
but three instances there is some specifica- 
tion as to when the language requirement 
must be met. 


FIELDS OF STUDY 
The following tabulation shows the 


number of fields of study required by the 
twenty-nine institutions. In a few cases, 
one or more of the total shown is treated 
as a minor; in most instances the distinc- 
tion between “major” and “minor” does 
not exist. 


Number of Fields Requirea “Number nstitutions 


2 or3 2 
3 6 
4 9 

4or5 1 
5 7 
6 4 


Twenty-one universities require eco- 
nomic theory as a field of study. At one 
other institution the subject is included 
within a very limited number of choices. 
Five others report that this field is usually 
included in the doctoral programs of stu- 
dents whose primary interest is account- . 
ing. For these students accounting is, of 
course, a required field. Other fields either 
required or within a very limited selection 
of choices are (in order of frequency): 
statistics, management and organization 
theory, marketing, finance, economic his- 
tory, history of economic thought, indus- 
trial relations, government and business, 
agricultural economics, insurance, trans- 
portation and public utilities, real estate, 
quantitative methods, mathematics, and 
law. 

Where options are given the student, the 
fields reported as being most commonly 
chosen are (in order of frequency) : finance, 
management and organization theory, 
economic theory, statistics, marketing, 
public finance, education, political science, 
industrial and personnel relations, law, 
philosophy, history, industrial engineering, 
government and business, insurance, oper- 
ations research, production management, 
monetary theory, a1..1 mathematics. Three 
institutions require that one field of study 
be outside the area of business administra- 
tion and economics. 

The survey included an inquiry as to the 
methods students use to prepare for their 
field examinations. Enrollment in courses 
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and seminars was given as the predomi- 
nant means at twenty-three institutions. 
In five cases a combination of formal 
course work and independent study pre- 
dominated; in one case students either en- 
roll in classes or attend as auditors. Au- 
diting courses and seminars and independ- 
ent study were mentioned as preparation 
devices of secondary importance in fifteen 
cases. 


DOCTORAL COMMITTEES 


The investigation revealed a wide vari- 
ety of practices with respect to the use of 
committees to guide and examine the 
doctoral students. In eighteen cases the 
same committee (called by such names as 
“advisory,” “supervisory,” “doctoral,” 
“graduate,” and “special’’) guides the 
student through the entire program. In 
eight cases, two committees are used. The 
usual function of the committee first ap- 
pointed is to advise and supervise to the 
point where the student is ready to under- 
take his dissertation or thesis research and 
preparation. The “dissertation commit- 
tee” (frequently consisting of the advisory 
committee plus one or more additional 
members) takes over at this point. In 
three cases, three committees are used; the 
function of the third being the conduct of 
one or more examinations. In a majority 
of cases it was evident that a single faculty 
member—usually the chairman of one or 
more of the committees—has to take much 
of the responsibility for supervising the 
doctoral student. 

The committees are appointed by either 
the Dean of the Graduate School of the 
university, the Dean of the Business 
School, or a university-wide or depart- 
mental graduate committee. In two in- 
stances it was reported that the student 
selects his own committee subject to 
proper administrative approval. The com- 
mittees rarely have less than three or 
more than five members. Apart from re- 


ports on the results of examinations, and 
on the acceptability of the dissertation, 
the practice of requiring the committee to 
make periodic reports on the student's 
progress is not widespread. 


EXAMINATIONS 


In view of the fact that the philosophy 
of independent study and inquiry is in- 
herent in most doctoral programs, exami- 
nations are of special importance. Most of 
the universities follow a similar pattern in 
the timing and nature of examinations for 
doctoral students. In addition to tests in 
courses and those taken to satisfy the 
language requirement (or any substitute), 
the usual procedure is to give extensive 
examinations (written, oral, or both) over 
the several fields of study before the stu- 
dent proceeds to his dissertation work. 
The last examination—usually oral—gen- 
erally relates to the dissertation; it is often 
referred to as the “‘defense’’ of the disser- 
tation.* In addition to these examinations, 
a few institutions report the use of an 
examination that is given very early in the 
program for the purpose of attempting to 
determine whether the student has the 
capacity and ability to undertake ad- 
vanced study. A few other variations from 
the conventional pattern were noted in the 
course of the inquiry. 

In all cases, the most rigorous examina- 
tions are those given over the fields of 
study. In nearly every instance the stu- 
dent takes one or more of the tests when 
he feels he is prepared. The total time de- 
voted to the tests depends, in part, on the 
number of fields of study. Rarely is the 
total time less than twelve hours. A few of 
the responses indicated that a student 

2 It should be noted that a variety of terms are used 
to describe various examinations: “‘writtens,” “pre- 
lims,” “‘comprehensives,” “oral,’’ “‘final,”” “qualifying,” 
etc. In most cases, the description ‘‘qualifying exami- 
nation” refers to the test or tests the student takes re- 
lating to his various fields of study after he is well along 


in the program, rather than to an examination given be- 
fore or soon after the student begins his studies. 
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might spend as much as forty hours on 
these tests. In most instances the length of 
time devoted to the examinations (which, 
in about half of the cases, include an oral 
part) falls within the range of 20 to 24 
hours. Incomplete response to an inquiry 
as to whether the examinations on the 
fields of study could be taken separately at 
irregular intervals disclosed that this was 
permitted in about one third of the cases. 
In the other cases the examinations must 
all be taken within a short period of time— 
two weeks at the most. The final oral 
examination on the dissertation normally 
consumes 2 to 3 hours. 

The inquiry included a question as to 
whether any of the examinations had any 
purposes other than to determine the stu- 
dent’s comprehension of the subject, and 
his ability to analyze problems and inte- 
grate concepts and ideas. Only six re- 
sponses mentioned any secondary objec- 
tives. These included the testing of the 
student’s ability to express himself orally 
and in writing, and to test poise and emo- 
tional stability. 

In response to an inquiry as to how 
students determine the probable scope of 
examinations, it was found that in eleven 
cases, files of prior examinations are avail- 
able. In four cases some sort of formal 
statement as to the scope of the examina- 
tions is available. The use of the “grape- 
vine” and inquiry directed to the faculty 
concerned are methods widely used to 
attempt to obtain information. 

The study revealed no case where a 
student who failed an examination would 
be automatically dropped from the doc- 
toral program. In a few instances, the 
regulations specifically provide for a sec- 
ond chance (and, in rare cases, a third). 
The common practice, however, is to have 
a review of the record of the student by the 
appropriate committee which then decides 
whether the circumstances justify giving 
the student another chance. In a very few 
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cases there are rules that require a speci- 
fied lapse of time before re-examination. 


DOCTORAL DISSERTATION 


In all cases a written dissertation (some- 
times referred to as a thesis) is required. In 
answer to a question as to whether the dis- 
sertation is expected to be a “significant 
orginal contribution to the literature of 
the field,” eighteen replied ‘‘yes” and two, 

” Two responses indicated skepticism 
about the word “‘original.’’ Other phrases 
included in various comments about the 
dissertation were “expect contribution— 
don’t expect it to be original’’; “‘contri- 
bution to understanding”; “show critical 
thought”; “independent investigation”; 
“demonstrate capacity to cope with a 
significant problem’’; “scholarly presenta- 
tion of the results of independent research” 
“evidence of ability to arrive at independ- 
ent conclusions’; “evidence of mature 
scholarship.” 

The question was asked: “Are students 
urged to undertake empirical research in 
contrast to ‘library’ research?” Eighteen 
answered ‘“‘yes’’; four, “no.’”’ Comments 
on this question included ‘no set rule’; 
“combination of both”; “both accept- 
able’; “either satisfactory”; “‘research in 
history of accounting could be empirical.’ 


QUALIFICATIONS OF GRADUATE FACULTY 


In twenty cases the faculty members 
who teach graduate courses must have 
qualifications that differ from those who 
teach only undergraduate classes. The 
special qualifications mentioned included 
rank (associate and full professors), ad- 
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vanced degrees held (usually Ph.D.), 
teaching experience, and research record 
or ability. Five responses came from 
schools that are exclusively graduate. 
Three responses indicated no special quali- 
fications for the graduate faculty. 

The question was asked: “Are instruc- 
tors who are themselves working on a 
doctoral degree in accounting allowed to 
teach courses in which there are other doc- 
toral students?” The response was nine- 
teen “no” and six ‘“‘yes”’ with the qualifica- 
tion “in certain instances” added in three 
cases. 


TIME LIMITATIONS 


Twelve institutions have no limit on the 
time that may be taken to get a doctor’s 
degree. Seventeen have a limit of some 
sort. In four cases the limit is ten years. 
In other cases the limits vary in length and 
as to starting point. In some instances the 
limit runs from the start of doctoral work, 
in some cases from the passing of one of 
the examinations; sometimes from “‘admis- 
sion to candidacy.”’ Two responses in- 
dicated that the time limitation could be 
waived under certain circumstances. 

The question was asked: “On the aver- 
rage, how much time elapses from the 
time your doctoral students qualify (i.e., 
pass their preliminary examinations) until 
they receive the degree?” Many of the re- 
sponses were in the form of a range of 
years—the shortest being 1 to 1} years, 
and the longest, 1 to 5 years. The average 
falls in the 24- to 3-years range. 


RECENT AND PROSPECTIVE CHANGES IN 
DOCTORAL PROGRAMS 


The inquiry included the question: 
“Have there been any major or significant 
changes in the nature of your doctoral pro- 
gram in the last five years?” In twenty 
cases the answer was “no.” Three answers 
pointed out that their program had been 
started within the past five years. One of 
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these programs requires “certification jn 
quantitative data.” The student, by 
course work or examination, must demon- 
strate competence in any two of (a) ac. 
counting, (b) mathematics, (c) statistics, 
In addition, there must be a demonstra. 
tion of research ability by (a) writing a 
paper for this purpose, (b) by a published 
work of “appropriate quality,” or (c) bya 
research paper required for the master’s 
degree. These requirements are in addition 
to languages and field examinations. 

One answer reported an increase in the 
number of required fields, the addition of a 
preliminary oral, and a decrease from two 
languages to one. Another response re- 
ported the introduction of options in the 
economic analysis field: either economic 
theory or economic and business analysis. 
One institution reported the substitution 
of research technique or a collateral field 
for one language. Another reported the 
introduction of a substitute for one lan- 
guage and the transfer of the examination 
in economics from the Economics Depart- 
ment to the School of Business Adminis- 
tration. 

The question was asked: “Do you plan 
or foresee any major or significant changes 
in the nature of your doctoral program in 
the next five years?”’ The answer in twenty 
cases was “no.” One answer indicated the 
likelihood of a change in the language re- 
quirement. (The institution currently re- 
quires two languages.) One response indi- 
cated that management might be added as 
a field. One mentioned the possibility of a 
“core” program for all doctoral students. 
One referred to a “new tie-in with indus- 
try” without further elaboration. Five 
other answers indicated that change was 
likely without specifying its probable na- 
ture. 


STUDENT MOTIVATION 


The question was asked: ‘Do you know 
of any of your doctoral students past or 
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present whose avowed purpose in getting, 
or attempting to get, a doctor’s degree 
was (is) other than to qualify himself for a 
teaching position? If so, what was the pur- 

?” The answer in nineteen cases was 
“no.” One response was “‘doubtful.”” Mo- 
tives other than preparation for teaching 
that were reported included preparation 
for work in industry on research problems, 
and for careers in consulting, industrial ac- 
counting, government accounting, public 
accounting, and controllership. 


DOCTOR’S DEGREES IN ACCOUNTING 
GRANTED 


The following is a tabulation of reports 
of the number of doctor’s degrees in ac- 
counting granted in the ten-year period, 
1947-56: 


Year Number Granted 
1956 18 
1955 19 
1954 23 
1953 24 
1952 21 
1951 11 


1950 


Doctoral Programs in Accounting 


Year Number Granted 
1949 4 
1948 8 
1947 + 

Not classified by year 63 
Total 206 


In the spring of 1957 approximately 
196 students were reported as being cur- 
rently working toward a doctor’s degree 
with a specialization or emphasis in ac- 
counting. 

The committee members wish to ex- 
press their appreciation to all who cooper- 
ated in furnishing information. Without 
their assistance, the study would not have 
been possible. 


Task Committee on Standards of Grad- 
uate Instruction: 

A. B. Carson, Chairman 

FRANK S. KAULBACK, JR. 

Lioyp F. Morrison 
Morton F. Moss 
MICHAEL SCHIFF 
A. TERRILL 
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ASSOCIATE MEMBERSHIPS 


tion, the numbers of new Associate Memberships are reported by schools. These 


Fé THE INFORMATION of teaching members of the American Accounting Associa- 


include all applications processed by our Secretary’s Office during the period of 
August 25, 1957 through April 15, 1958. 


Indiana University (157) 


New York University (98) 


Bentley School of Finance 
LaSalle Extension University 


San Jose State College 


Bryant College 


DePaul University 
Michigan State University 


Husson College 

Indiana State Teachers College 
Miami University, Ohio 
Mississippi Vocational College 


Brooklyn College 

Duke University 

Farleigh Dickenson University 
Florida State University 
Harvard University 

Howard University 
Monterrey Tech. 


Alfred State Technology 
Assumption College 

Bellarmine College 

Boston University 

Catawba College 

Catholic University of Puerto Rico 
Central Michigan College 
Christian Brothers College 

City College of New York 
College of Steubenville 
Columbia University 

Drake University 

Harpur College 

Henry Ford Community College 
Kansas City Junior College 

Los Angeles State College 


Over 400 members 
John Carroll University (458) 


Over 100 members 
Temple University (120) 
Over 80 members 
University of Miami (89) 
70-80 members 
University of California, Los An- 
geles 
60-70 members 
State University of Iowa 


50-60 members 
Ohio State University 


40-50 members 
University of South Dakota 


30-40 members 


Northwestern University 
University of Colorado 
University of Detroit 
University of Michigan 


20-30 members 


North Texas State College 
Pennsylvania State University 
Texas Western College 
University of Alabama 
University of Arkansas 
University of Missouri 


10-20 members 


Macalester College 
Marquette University 
McGill University 

Ohio University 

Portland State College 
Queen’s University 

Quincy College 

Reid CPA Coaching 

Rider College 

Sacramento State College 
St. John’s University 

San Diego State College 
San Francisco State College 
State Teachers College 
Syracuse University 
Tennessee Polytechnic Institute 
University of Akron 
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University of Illinois 


University of Texas 


University of Southern California 
University of Washington 
Western Reserve University 


University of North Carolina 
University of North Dakota 
University of Pennsylvania 
University of Wisconsin 
Villanova University 
Walton School of Commerce 


University of Buffalo 
University of California 
University of Denver 
University of Florida 
University of Idaho 
University of Minnesota 
University of Puerto Rico 
University of San Francisco 
University of Tennessee 
University of Toledo 
University of Utah 

Wake Forest College 
Wayne University 

West Liberty State College 
West Virginia University 
Wright Junior College 
Xavier University 
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Abilene Christian College 

Akron University 

Alabama Polytechnic Institute 
Anderson College 

Ashland College 

Baldwin-Wallace College 
Bowling Green State University 
Burdett College 

Casper College 

Centenary College 

Central Missouri State College 
Colorado College 

East Washington College of Edu- 


cation 
Fairmont State College 
George Washington University 
Georgia State College 
Goldey Beacon College 
Iona College 
Iowa State College 
Jacksonville State College 
Johns Hopkins 
Kansas State Teachers College 


Alabama State Teachers College 

American International College 

American University 

Antioch College 

Arizona State College 

Arkansas State College 

Austin Peay State College 

Baltimore College of Commerce 

Baylor University 

Birmingham Southern College 

Bob Jones University 

Bowdoin College 

Bradley University 

Brigham Young University 

Butler University 

Canisius College 

Capital University 

Carnegie Institute of Technology 

Central State College 

Cleary College 

College of St. Thomas 

Concord College 

Dallas College 

Del Mar College 

Delta State Teachers College 

Detroit Institute of Technology 

Dixie College 

Drexel Institute of Technology 

Duquesne University 

— College of Commerce & 
w 


Eastern Michigan College 
Eastern Nazarene College 
Elizabethtown College 
Elon College 

Evansville College 

Fenn College 

Fresno State College 
Gannon College 

Geneva College 
Gettysburg College 
Golden Gate College 
Grambling College 


Associate Memberships 


5-10 members 


Kent State University 

LaSalle College 

Long Island University 

Los Angeles City College 

Loyola University 

McNeese State College 

Metropolitan Business College 

Miami-Jacobs College 

Montana State University 

Northern Illinois State Teachers 
College 

Pace College 

Pan American College 

Roosevelt University 

Rutgers University 

St. Louis University 

St. Norbert College 

Siena Co 

Southern Illinois University 

Southern Methodist University 

Stetson University 

Texas A & M 

Texas Christian University 


Less than 5 members 


Greenville College 

Harding College 

Heald Business College 

Hitosubashi University 

Hofstra College 

Illinois Institute of Technology 

Ithaca College 

Jersey City Junior College 

Lehigh University 

Long Beach City College 

Long Beach State College 

Loras Coll 

Louisiana Polytechnic Institute 

Louisiana State College 

Manhattan College 

Maryland University 

Memphis College of Accounting 

Memphis State College 

— College of Mining and 
T 


Millikin University 

Mohawk Valley Technical Insti- 
tute 

Montana State College 

Moravian College 

Morton Junior College 

Mt. Allison University 

New England School of Account- 
ing 

Northeastern University 

North Park Junior College 

Notre Dame University 

Odessa College 

Oklahoma Baptist University 

Oklahoma State University 

Oregon State College 

Pacific Southern College 

Paducah Junior College 

Pennsylvania Military College 

Phoenix College 

Pierce Junior College 

Providence College 

Randolph Macon College 
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Tulane University 
University of British Columbia 
University of Chicago 


University of Cincinnati 
University of Dayton 

University of Kansas City 
University of Kentucky 
University of Mississippi 
University of Nebraska 
University of New Mexico 
University of 

University of Pittsburgh 
University of Rhode Island 
University of Scranton 
University of Tampa 

University of Tulsa 

Upsala College 

Valparaiso University 
Washington State College 
Washington University, St. Louis 
West Texas State Teachers Col- 


lege 
Wharton Graduate School of Fi- 
nance & Commerce 


Regis College 

Ricker College 

Rockhurst College 

Russell Sage 

St. Bonaventure University 

St. Edwards University 

St. John Fisher 

St. Joseph’s University 

St. Mary’s University 

St. Thomas College 

St. Vincent College 

San Diego Junior College 

Santa Ana Junior College 

Seton Hall University 

Sobelsohn School 

Southeastern Louisiana College 

Southern State College 

Southern University 

Southwest Missouri State College 

Spring Hill College 

Stanford University 

— F. Austin State Teachers 
olle; 


ge 
Texas Technological College 


University of Baltimore 
University of Bridgeport 
University of Chattanooga 
University of Connecticut 
University of Delaware 
University of Georgia 
University of Houston 
University of Kansas 
University of Maryland 
University of Massachusetts 
University of Nevada 
University of Notre Dame 
University of Oklahoma 
University of Oregon 
University of Richmond 


Thornton Junior College 
Union College 
University of Arizona 


414 


University of Rochester 
University of Santa Clara 
University of Virgini 
University of Wichita 
of Wyoming 
Ursinus College 


The Accounting Review 


Victoria College 

Virginia Polytechnic Institute 
Walsh Institute of Accounting 
Washington & Jefferson 
Washington & Lee University 


Western Carolina College 
Western Michigan University 
Western Washington College 
Wheeling College 

Witchita University 
Woodbury College 
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STATISTICAL SAMPLING AND THE 
ACCOUNTING CURRICULUM 


Morton BACKER 
Associate Professor, New York University 


PAUL E. FERTIG 
Associate Professor, Ohio State University 


RELATIVELY recent development 
A which promises to have consider- 
able effect on future accounting 
practice is the application of statistical 
sampling techniques to accounting. Suff- 
cient experimentation has already taken 
place in both public and private account- 
ing to indicate that sampling will shortly 
become an indispensable accounting tool. 
This raises challenging problems to ac- 
counting educators that can hardly be 
igored any longer. How can advanced 
sampling methods best be taught to ac- 
counting students? How can accounting 
instructors develop competence in this 
area? It is to these questions that the au- 
thors are directing their attention. 
Teachers of accounting have generally 
lagged behind practitioners in their ap- 
preciation of the usefulness of statistical 
sampling. The American Institute of 
Certified Public Accountants has recog- 
nized its increasing importance to auditors 
by establishing a committee to deal with 
the problem. The Institute of Internal 
Auditors has created a similar committee. 
The American Accounting Association, 
however, has accorded no such formal 
recognition to the potentialities of statis- 
tics. Although several articles dealing with 
specific sampling applications to account- 
ing have appeared in professional journals 
and two books devoted exclusively to this 
subject have been published,! accounting 


* See Lawrence L. Vance and John Neter, Statistical 
Sampling for Auditors and Accountants, John Wiley & 
and Robert M. Trueblood and R. M. 

» Sampling Techni in A ing, Prentice- 
Hall, Inc., 1957. 


teachers have remained reluctant to con- 
sider the educational implications of this 
development. 

This apparent inertia can perhaps be 

attributed to four factors: 

1. Accounting instructors may not be suffi- 
ciently impressed by the importance of sta- 
tistical applications to warrant their more 
serious consideration. 

2. Accounting teachers may have inadequate 
training in this area and thus may feel in- 
competent to deal with these applications. 

3. They may believe that the teaching of sta- 
tistical applications can best be achieved by 
trained statisticians. 

4. They may feel that applications of sam- 
pling to accounting should be performed by 
professional statisticians rather than by ac- 
countants. 


We intend to demonstrate that an im- 
mediate need for the inclusion of sampling 
applications in relevant accounting courses 
exists and that this can be accomplished in 
a variety of ways, and at various levels. 

Statistical sampling not only can pro- 
duce equivalent or greater accuracy* than 
a complete investigation, but it can also 
accomplish this in less time and at less 
cost. Interestingly, the accounting profes- 
sion has long utilized a somewhat similar 
concept in the form of “test-checks.” As 
generally used, however, test-checks tend 
to conform to “rules-of-thumb” and are 
lacking in scientific precision. Moreover, 
test-checks have only been used to a 

? Lawrence L. Vance and John Neter, ibid., p. 12. 
The authors point out that “the greater accuracy is pos- 


sible because sample surveys can often be more care- 
i personnel can be better trained and 


more easily with a samp curve 
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limited extent (i.e. primarily in auditing), 
whereas sampling has a considerable po- 
tential as an accounting tool, many appli- 
cations still remaining to be discovered. 

While it is not our intention to provide a 
complete list of accounting areas amenable 
to sampling techniques, we do believe that 
some indication of the potential usefulness 
of this tool, presented in a non-technical 
manner, will enhance its appreciation. The 
following illustrative examples are thus in- 
tended to be only suggestive. They are 
generally based on case materials intro- 
duced by Professors Richard Cyert and 
John Wheeler, who ably conducted the 
statistics sessions at the Faculty Seminar 
in Business Administration, sponsored by 
the Carnegie Institute of Technology and 
the Ford Foundation, and held at Williams 
College in August, 1957. 


1. Internal control: Sampling offers a system- 
atic method for detecting weaknesses in 
internal control at a minimum cost.’ This 
involves determining the “check-points” in 
the system and taking scientifically deter- 
mined samples of data processed through 
such points. 

2. Physical inventory counts: Complete phys- 
ical counts of inventory can be avoided by 
the application of sampling techniques, 
when applied either to the entire inventory 
or by logical groupings. 

3. Inventory pricing: By making use of the re- 
lationship between book values and re- 
placement costs of a sample of the inven- 
tory, one can arrive at a replacement cost 
of the entire inventory by sampling pro- 
cedures. The size of the sample can be ad- 
justed to produce various levels of preci- 
sion as may be required. 

4. Fixed assets: The Bell Telephone System 
has used sampling to determine the average 
physical condition of telephone property in 


, * Lawrence L. Vance and John Neter, ibid., pp. 130- 
131. 

4 Edwards Deming, “On the Sampling of Physical 
Materials” (paper presented at the meeting of the In- 
ternational Statistical Institute, Berne, Switzerland, 
1949). The paper contains a number of examples of 
statistical applications to physical inventories. 

See also, Allan L. Rudell, “Applied Sampling 
Doubles Inventory Accuracy, Halves Cost” (N.A.C.A. 
Bulletin, October, 1957). 
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connection with information furnished to 
regulatory commissions for rate-setting 
purposes.* It is conceivable that sampling 
techniques may afford a less costly means of 
determining the appraisal values of certain 
kinds of fixed property. 

5. Aging of accounts receivable: Cyert and 
Trueblood report a situation in which a 
large department store with approximately 
100,000 accounts had been selecting, on a 
judgment basis, 15,000 accounts for aging. 
After applying appropriate sampling tech- 
niques it was possible to reduce the sample 
size to 6,000 accounts, and still attain the 
desired level of precision.® 

6. Cost control: Possible statistical applica- 
tions in the cost control area appear to be 
almost limitless. Case studies are beginning 
to appear in accounting literature and we 
can expect a great many more in the fu- 
ture.’ Most of these are variations of the 
older quality control techniques, and make 
use of control charts.* They have been suc- 
cessfully applied to variance analysis in a 
system using standard costs, as well as pro- 
viding a basis of comparison with past per- 
formance in situations in which standards 
are not available, or may not be reliable. 

7. Vouching: Independent and internal audi- 
tors have long utilized ‘“‘test-checks” in their 
investigations. It seems reasonable, there- 
fore, to predict that scientific sampling will 
be substituted in virtually every phase of 
the audit where “test-checks” are now con- 
sidered acceptable. 

8. Many other specific statistical applications 
have been tried either in practice or experi- 
mentally, as for example: adjustment of 
flexible budgets to new levels of operations, 
confirmation of accounts receivable, and 
costing sales in situations where there are 
a large number of low value products. 


The illustrative examples presented indi- 
cate the potential of statistical sampling 


5 E. T. Magruder, “Statistical Methods for Apprais- 
ing Telephone Property’? (The Chesapeake and Poto- 
mac Company, 1950). E 

*R. M. Cyert and Robert M. Trueblood, “Statisti- 
cal Sampling Techniques in the Aging of Accounts Re- 
ceivable in a Department Store,”’ Management Science, 
January, 1957. 

7 See, for example, the V.A.C.A. Bulletins for June, 
1954, and October, 1956. : 

* See Eugene L. Grant, Statistical Quality Conirol 
(McGraw-Hill Book Company, Inc., 1952) Ch. I, foram 
excellent discussion of the nature of control . 
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Statistical Sampling 


as an accounting tool. It is apparent that 
the list of possible applications could be 
substantially expanded. Since accounting 
data by its very nature is generally divis- 
ible into homogeneous classifications, it 
stands to reason that sampling will play a 
prominent role in the future development 
of accounting. Accordingly, it is the re- 
sponsibility of schools of business to pro- 
vide the accountants of tomorrow with an 
adequate training in this area. 

How can business schools best provide 
accounting students with the statistical 
training they need? There are at least 
three possibilities: (1) the general statis- 
tics course; (2) the specialized statistics 
course; and (3) the general statistics 
course supplemented by the introduction 
of statistics where relevant in each ac- 
counting course.® 

The general statistics course, frequently 
introduced in the sophomore or junior 
year, has much to commend it and has al- 
ready become an accepted pattern in col- 
legiate schools of business. However, this 
course does not provide sufficient ad- 
vanced technical training for professional 
accountants. It caters to students of di- 
verse interest. Typically, it devotes very 
little time to sampling, which appears to 
be the area in which accountants have 
greatest interest. It is usually taught by 
statisticians who have no special interest 
in accounting. It is intended to serve 
merely as an introduction to statistical 
concepts. Moreover, its early appearance 
in the curriculum, before accounting stu- 
dents have become deeply immersed in 
their area of specialization, limits the ex- 
tent to which specific accounting applica- 
tions can meaningfully be introduced. Un- 
fortunately, elementary statistics gener- 
ally represents a terminal course for ac- 


* See also Herbert Ankin, ‘‘Statistical Sampling in 
Auditing,” The New York Certified Public Accountant, 
July, 1957. The author discusses the education prob- 
lem on page 469. 
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counting students. This lack of “follow- 
up” frequently leaves the student unap- 
preciative of the potential usefulness of 
statistics. The essential problem appears 
to relate to the need for subsequent spe- 
cialized statistical training at a more ad- 
vanced level and in those statistical areas 
most relevant to accounting. 

A second course in statistical applica- 
tions offered in the senior year to account- 
ing students is also vulnerable to criticism. 
Presumably, the student is by this time 
sufficiently competent in accounting to be 
able to appraise and appreciate the signifi- 
cance of the statistical applications. How- 
ever, this solution would introduce an ad- 
ditional specialized course in an already 
overspecialized accounting curriculum and 
would thus be contrary to the contempo- 
rary trend in business education. Moreover, 
the course would presumably be taught by 
professional statisticians who might be 
handicapped by an inadequate knowl- 
edge of accounting. Finally, the adoption 
of this plan would tend to perpetuate the 
general unfamiliarity of accounting in- 
structors with statistics. This can not be 
condoned if the importance of statistics in 
the future development of accounting is 
accepted. 

It would seem that the best solution is 
to incorporate statistical applications into 
each accounting course, where pertinent. 
If this were achieved, the necessity for a 
second specialized statistics course would 
disappear. The students’ comprehension of 
statistics would be greatly enhanced since 
its injection would occur at points of 
greatest relevancy. Moreover, this solution 
would tend to broaden the base of ac- 
counting by introducing applicable fea- 
tures of a related discipline. Accounting in- 
structors would develop much-needed 
skill in this area. This training of account- 
ing instructors in statistics would facili- 
tate basic research not only in accounting 
but in related areas and would add to the 
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dignity of the profession. In this connec- 
tion, Shewhart and Deming state, 

“the long-range contribution of statistics depends 
not so much upon getting a lot of highly trained 
statisticians into industry as it does in creating a 
statistically minded generation of physicists, 
chemists, engineers, and others who will in any 
way have a hand in developing and directing the 
production processes of tomorrow.’”® 


A major difficulty to be overcome relates 
to the inadequate statistical background 
presently possessed by the majority of ac- 
counting instructors. In this regard, sev- 
eral possibilities may be considered. Many 
accounting teachers already have some 
training in statistics and it is conceivable 
that they can develop added competence 
through a program of self-study. The diffi- 
culty of mastering the symbolism and 
formulas of statistics, without professional 
instruction and guidance, is a formidable 
task, however, even for the mature ac- 
countant. A more realistic approach would 
result from the creation of a special inten- 
sive course for accounting instructors. In 
urban areas this could be offered at night 
at one of the local universities. In rural 
areas, it could be accomplished on a re- 
gional basis during the summer months. 


10 Shewhart, W. A. (edited by W. E. Deming), “‘Sta- 
tistical Method from the Viewpoint of Quality Control” 
(The Graduate School, Department of Agriculture, 
Washington, D. C., 1939), p. 49. 
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In view of the magnitude of the problem, 
it would seem desirable to elicit the sup. 
port, at least initially, of one of the founda. 
tions interested in the advancement of 
business education. A pilot school could 
then be established for a limited period for 
the purpose of developing teaching ma- 
terial which could then be utilized on a 
broader basis. 

We have attempted to focus attention 
on the growing importance of statistics to 
accountants. This is but one aspect of a 
larger problem; the need for a broadening 
and revitalization of the accounting cur- 
riculum. The accounting profession has 
been plagued with an over-emphasis of tra- 
ditional bookkeeping. Its horizons will have 
to be enlarged; the alternative is relegation 
to a subordinate recording role. Account- 
ing instructors will have to become more 
familiar with the most recent develop- 
ments in the decision-making process. 
They will have to become thoroughly 
aware of the usefulness and limitations of 
their discipline and its relationship to 
other disciplines. This is a challenge not of 
the dim future but of the immediate pres- 
ent. Already the accountant is being by- 
passed, managements are beginning to 
lean heavily on individuals trained in eco- 
nomics, psychology, mathematics, and 
statistics. Teachers of accounting should 
lead and not be led in these developments. 
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SOME PRINCIPLES OF ACCOUNTING 


SYSTEMS DESIGN 


CHARLES T. ZLATKOVICH 
Professor, University of Texas 


VERY accountant who does systems 

work is aware that certain general 

principles pervade all systems de- 
sign effort. Surprisingly there have been 
few attempts to codify these principles— 
to reduce them to a few general statements 
of near-universal applicability. 

The emphasis here is on design prin- 
ciples, not on the human relations aspects 
of installing an accounting system. Cer- 
tainly these human aspects are of funda- 
mental importance. A prerequisite to suc- 
cessful installation or revision of an ac- 
counting system is a favorable organiza- 
tional climate. If the top management is 
not behind the effort, it cannot succeed. If 
the people who are to do the work called 
for by the system are not cooperative, it 
cannot succeed. Despite the near-miracles 
achieved by electronic computers, even 
these “giant brains” are still very much 
dependent on human guidance and opera- 
tion. No system can be better than the 
people who design it and who make it 
function. 

No attempt will be made here to deal 
with the human relations aspects of sys- 
tem installation. It is a very important 
subject and has been dealt with very 
capably in an article in the New York 
Certified Public Accountant: My effort will 
be to set out principles of design of a sys- 
tem structure which, if faithfully imple- 


: Arthur B. Toan, Jr., “General Principles of System 
Work,” New York Certified Public Accountant, October, 
1952, pp. 599-605. 

_ Helpful criticism of an earlier draft of this was 
given by Erwin Heinen, Ernst and Ernst; F. C. Law- 
rence, Arthur Andersen and Co.; Bert Rush, Arthur 
Young & Company, all of Houston, and by my col- 
— hea G. Ashburne, Dale S. Harwood, and Glenn 
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mented by the people, should yield satis- 
fying results at comparatively low cost. 
Since the system must serve the people 
who run the business, considerable empha- 
sis on tailoring the system to their needs 
will be found throughout. 


Fundamental Considerations 


Broadly, it would seem that any effort 
to design or redesign an accounting system 
should be founded on the following funda- 
mental considerations. 


1. The information collected, classified, and 
furnished should meet the peculiar needs of 
those persons concerned with that account- 
ing entity. This is an overriding considera- 
tion. Primary consumers of the accounting 
information include owners or members, 
management, and usually the government. 

2. Information furnished in (1) should be de- 
veloped at a minimum of cost consistent 
with the meeting of reasonable deadlines. 

3. Internal control and check inherent in the 
system should provide protection and fidel- 
ity as a more or less automatic by-prod- 
uct of the recording process. 

4. Uniformity and consistency of application 
are essential. Without these, meaningful 
comparisons are impossible. 

5. The original framework must be so devised 
that changes in what is being accounted for 
can be accommodated with a minimum of 
alteration of the basic structure. 


Each of these considerations is sus- 
ceptible of considerable expansion and 
elaboration. Some details supporting each 
of them will be stated in the form of 
maxims or principles. 

Information Must Be Tailored to Users’ 
Needs 


No two organizations are exactly alike. 
Variations ranging from subtle to extreme 
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stem from differences in the primary prod- 
uct, service, or activity; differences in 
physical layout, location, and size; and 
differences in the people who control and 
operate the organization—to name a few. 

The primary consumers of information 

supplied by any accounting system in- 
clude management, owners or members, 
and government. Others may have an 
interest but usually they are secondary in 
character. Information is essential to in- 
telligent control or planning of the entity’s 
activities. To insure that this information 
is forthcoming in the form needed and 
when needed, the following principles of 
systems design (or redesign) apply. 

1. Ascertain from persons who control the 
business what information they need as a 
basis for decisions or planning and when 
they need it. Oftentimes some of these 
people do not know exactly what they need 
or should have to function most effectively. 
This step, then, can involve a two way flow 
of ideas: the accountant can learn from the 
management, the management can learn 
from the accountant. 

2. Ascertain other informational needs such as 
reports for taxing and regulatory authori- 
ties, unions, trade associations, etc. 

3. Design reports so that the people who re- 
ceive them can readily understand them. 

4, Give each person his essential information. 
This may involve giving him more infor- 
mation than he requested since his report 
may be part of a larger whole. Careful de- 
sign of the printing of the standardized por- 
tions of his report can emphasize variable 
parts of peculiar interest to him. 

5. Present summary information wherever 
possible. Supporting detail should be avail- 
able but ordinarily should not be reported. 
Follow the “pyramid principle’’; generally 
speaking, report content should become 
more concise and summarized as it moves 
up organization lines. 

6. Furnish information in comparative form. 
It is more useful than isolated information. 
Many useful types of comparison are pos- 
sible. Current figures may be compared 
with historical, budgeted, or standard fig- 
ures to name a few. 

7. Design the chart of accounts in such a way 
that expenses can be reported on both func- 
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tional and object bases. From a top map. 
agement viewpoint a reporting of payroll 
costs, supply costs, etc. can be as valuable 
as functional reporting. 


Minimize Cost of Developing Information 

Information costing more to develop 
than can be saved through action based on 
it is obviously worse than useless. Almost 
as bad is information that would have been 
useful if it had been available early enough 
to be useful. If cost is ignored, it is possible 
to meet almost any deadline. Having 
determined the ‘‘what” and “when” of 
informational needs, the most difficult 
problem in meeting these needs is the selec. 
tion of the best methods consistent with 
the value of the information and the re- 
sources of the entity. Economy in the de- 
velopment of information will be mazxi- 
mized if the following points are kept in 
mind: 


The principle of one writing: elimination of 
posting errors, of duplication of writing, 
and of the need for proofreading attend the 
use of carbon or other duplicating devices. 
Duplicate copies made to serve varying pur- 
poses are great money-savers. 


. The ledgerless principle: posting may be ac- 


complished by filing; opposite kinds of post- 
ing may be achieved by removing or trans- 
fer filing. 


. Use forms wherever possible. They confine 


writing effort to insertion of variable infor- 
mation and standardize and routinize re- 
cording effort. Forms also minimize reading 
effort of report or forms users after they 
become accustomed to them. 


. Use codes wherever possible. Codes mini- 


mize writing, facilitate filing, and classifica- 
tion, reduce proofreading and checking 
time, minimize need for extra capacity 
equipment (wide carriages, etc.). They are 
usually essential for machine adaptation. 


. Where volume is sufficient to warrant their 


acquisition, machines possess many ad- 

vantages over manual methods including: 

a. Greater speed 

b. Greater number of legible copies which 
do not require additional proofing 

c. Neater, more readable records __ 

d. Total accumulation as an automatic by- 
product of initial writing or registration 
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e. Better original recording (e.g. cash regis- 
ters) 

{. Elimination of procedures through com- 
bination in a single mechanized opera- 
tion. 

. It is necessary to strike an appropriate bal- 
ance between the cost of meeting informa- 
tional deadlines and the setting of deadlines 
on a realistic basis. 

. Be ready to accept some calculated risks 
such as sample rather than complete verifi- 
cation, customer audit of receivables, etc. 

. Utilize flash reports based on unproved data 
where the cost or delay of proof is not war- 
ranted by the refinement achieved. 

. In the event certain administrators insist 
on doing certain record keeping to achieve 
on-the-spot control, endeavor to make use 
of their control figures rather than dupli- 
cating them. 


oo 


Internal Control 


Internal control is the warp and woof of 
any well designed accounting system. The 
concept of what internal control should 
achieve has been steadily broadened so 
that internal check is now a part of in- 
temal control. A recent authoritative 
statement of what internal control should 
accomplish includes: 

1, Safeguarding the assets 

2. Checking the accuracy and reliability of 

the accounting data 

3. Promotion of operational efficiency 

4. Encouragement of adherence to prescribed 

managerial policies.? 


Reducing the filling of such a large order 
to the statement of a few simple maxims is 
difficult and risky. It would seem, how- 
ever, that the following would be among 
the essentials: 


1. Separate wherever possible and practicable 
the recording pertaining to all items (as- 
sets, expenses, income, liabilities, etc.) 
from the handling of or responsibility for 
for them. 

2. Develop in the recording process totals or 
other check figures to which separately de- 
rived amounts must balance or be capable 


* Committee on Auditing Procedure, Internal Con- 
rol, American Institute of Accountants, 1949, p. 6. 
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of reconciliation. This would include sepa- 
rate maintenance of control account bal- 
ances and subsidiary support, use of pre- 
list tapes accompanying all batched media, 
and use of “blind” totals to be struck inde- 
pendently. 


. Provide a system of authorization and ap- 


provals. 


. Design the chart of accounts and reports 


derived from them in such a manner that 
amounts for which any supervisor is re- 
sponsible can be isolated. 


. Use prenumbered documents where prac- 


tical and account for and control unused 
or blank stocks as well as for all forms 
used or spoiled. 


. Provide for independent verification of 


portions of the recording through partici- 
pation of the owner in the case of a small 
business or participation of an auditor in 
the case of a larger one. 


. Inventory assets on both a systematic and 


surprise basis. 


. Provide adequate physical protection of 


valuable, movable assets and establish re- 
sponsibility for the amount of these 
through accounting controls. 


. Screen responsible personnel prior to hir- 


ing and bond those having special access 
to convertible assets. 

Design all forms and procedures with a 
view to facilitating their verification 
through audit. 


Uniformity and Consistency 


Any multi-unit organization carrying on 
more or less parallel operations at different 
locations must have uniform accounting 
for those operations if records of the organ- 
ization as a whole are to be meaningful. 
Any organization, whether comprising but 
one unit or many, must account for its 
operations on a consistent basis if its rec- 
ords of the past are to provide any effective 
comparison with the present or to furnish 
much of a guide to the future. 


ii 


A prerequisite to uniformity and consisten- 
cy in larger accounting entities is the use of 
an accounting manual or guide. 


. Effectiveness of any manual varies in pro- 


portion to compliance with it. Compliance 
can be implemented through a systematic 
audit program. 
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3. A machinery for keeping all copies of the 
manual current and parallel is essential. To 
this end, changes should be issued in such 
form that the personnel who implement and 
reflect them can do so with a minimum of 
difficulty. 


Adaptability to Change 


It has been said, and wisely I think, that 
the only thing constant is change. If there 
are changes in that which is to be ac- 
counted for, if needs for information vary, 
if new activities are added or old ones are 
dropped, the accounting framework should 
not have to be scrapped as a result. Some 
principles of systems design giving recog- 
nition to change or the possibility of it in- 
clude the following: 


1. Charts and codes of accounts should be ini- 
tially developed so that expansion or con- 
traction does not necessitate wholesale re- 
vision of the basic structure. 

2. The manual should be so designed that in- 
sertions, deletions, and other changes can 
readily be made. 

3. Changes should be made only after careful 
consideration reveals that they are ade- 
quately beneficial. Requests for new infor- 
mation should be as carefully controlled as 

requests for additions to the product line. 
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4. While change should not be made merely 
for the sake of change or for trivial cause, 
there needs to be constant surveillance to 
see that the existing system is serving e/- 
fectively and that possibilities of improve- 
ment are not ignored. As a safeguard 
against obsolescence it is well to provide a 
mechanism for periodic system review. 


Summary 


Systems design should be founded on at 
least five more or less fundamental consid- 
erations, each of them in turn supported 
by subsidiary factors which have been 
stated here in the form of maxims or prin- 
ciples. 

A concise statement of the five basic 
considerations follows. The designer of an 
accounting system should constantly bear 
in mind that his system should: 

1. Satisfy the information needs of those as- 

sociated with the particular entity. 

2. Provide the information when needed and 
at relatively low cost. 

3. Incorporate features of check and control 
insuring fidelity of recording and protection 
of assets. 

4. Be uniformly and consistently imple- 
mented. 

5. Be capable of accommodating changes with 

a minimum of redesign. 
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CASH FLOW EARNINGS—NEW CONCEPT 


IN SECURITY ANALYSIS 


Everett J. MANN 
Associate Professor, Emory University 


has been the question: You are on 

the stand as an expert witness and 
the examining attorney asks you why a 
corporation’s surplus account shows a 
balance of $50,000 whereas its cash assets 
amount only to $10,000. Explain this 
anomalous situation to the lawyer. 

After many years of explanations from 
students, both talented and inept, the be- 
fuddied lawyer now presumably knows 
that cash and surplus are not the same. 
Furthermore, the AICPA, by steering ac- 
countants away from the word “Surplus” 
to the term, “Retained earnings,” has 
done its bit to eliminate the confusion 
existing in the minds of the laity as regards 
the true nature of undistributed assets. 

In recent years, however, there has 
arisen a new challenge to accountants’ de- 
termination of profits, and this has come 
from a more sophisticated group—that of 
the investment analysts. Prominent in 
many company analyses emanating from 
brokerage houses and investment advisory 
firms has been the term ‘‘cash flow.’”’ The 
merits of a common stock may be exam- 
ined first on the basis of profits after all 
usual accounting deductions and secondly 
by adding back non-cash expenditures 
such as depreciation, amortization and de- 
pletion. If a common stock is analyzed in 
terms of cash flow, it can be made to look 
absurdly cheap in terms of market price to 
cash flow ratio; when examined in terms of 
Profits reached by accepted accounting 
standards, the stock may represent no 
more than average value. 

Particularly susceptible to cash-flow 
tests have been the oil, steel, and airline 
stocks. Here is an example from a recent 


[" familiar to accounting students 


423 


brokerage office letter analyzing the Pure 
Oil Company. Figures given are for the 
year 1956: 


Total Per 
(000's Share 
a earnings (per company state- 
Add: cau charges to income 
Depreciation, depletion, and 
amortization.............. 27,907 
Exploratory, lease rental, and 
ry hole costs............. 15,824 
Tota. CasH Fiow...... $79,924 $9.31 


On the basis of 1956 earnings, Pure Oil 
at the time of this writing was selling for 
7.5 times earnings, a reasonable valuation 
for a company of its standing. However, it 
will be seen that Pure Ojl was also selling 
on a basis of 3.4 times “‘cash flow earn- 
ings,” making it appear to the uninitiated 
a tremendous bargain. 

That “cash earnings,’”’ as defined above, 
are of little significance can be seen by in- 
specting the following statement of Source 
and Disposition of Funds for the Pure Oil 
Company (000’s omitted): 


Source: 
$36,560 
reciation, depletion and amortiza- 

Provision for replacement of inventaries (666) 
Increase in long-term debt............ 6,458 
Proceeds of common shares issued... . . 1,265 
Sales and retirements of properties, in- 

including dry holes................ 11,294 
sisal $58,131 

Dividends 13,701 
Increase in investments, advances, etc. . 
gees in wor! tal and deferred 
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It will be noted that the increase of 
$10,944,000 in working capital was sup- 
plied from sales of bonds and stock in 
the amount of $7,723,000, leaving only 
$3,221,000 or $.38 per share generated 
from internal sources. 

Thus, as a measure of Pure Oil’s ability 
to pay immediate dividends to stock- 
holders, cash flow earnings are of no im- 
portance. Presumably stockholders may 
see future earnings go higher as a result of 
the Company’s investment of $58,131,000 
in capital assets. Additionally, Pure Oil 
during the past twenty years has gen- 
erated funds in excess of $750 million and 
in this same period has reinvested $600 
million in Plant and Equipment—again 
enhancing earning power as revenues are 
generated from new plant assets. 

The professional accountant may well 
be puzzled at the seeming misuse of his 
figures. If this is the case, what about the 
lay stockholder who may be deluded by 
“cash flow’ figures into a feeling that his 
oil stock is earning such high returns as to 
provide him with higher future dividends? 


CASH FLOW A MISNOMER 


The term “cash flow earnings’ is a mis- 
nomer. Because of variations in accounting 
practices, the consensus among security 
analysts is that reported earnings do not 
in every case provide a true picture of 
operations. Although financial statements 
may be prepared “in conformance with 
generally accepted accounting principles 
applied on a basis consistent with that of 
the preceding year,” those practices are 
not necessarily consistent even when ap- 
plied to companies on an intra-industry 
basis. The option to capitalize or expense 
intangible drilling costs distorts compari- 
sons between oil companies which elect 
differing accounting methods. 

Also to be considered are accounting 
determinations of accelerated depreciation 
and amortization as well as developmental 
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expenses. Similarly, there have been some 
failures to provide for a future estimated 
income tax liability on assets covered un- 
der a Certificate of Necessity. (Accounting 
Research Bulletin No. 42 to the contrary.) 
Another analytical consideration is the 
amount a company in a growth industry 
is spending on research costs whereby 
present cash outlay is traded for antici- 
pated future benefits. 

In seeking a lamp of Diogenes to illu- 
mine the truth, security analysts have 
been forced to develop their own concepts 
of “correct” earnings. Thus has been born 
the term, “cash flow earnings.”’ Security 
analysts themselves will often admit that 
this concept of earnings is a tool to be used 
judiciously in developing meaningful com- 
parisons and trend analyses to better 
guide them in the selection of investment 
values. As yet, security analysts them- 
selves have developed no hard and fast 
definition of “‘cash flow’ earnings. 

Since World War II, investors have been 
paying great obeisance to the fetish of 
growth stocks, with the shares of some 
companies in this category having been 
bid up to what in terms of current earnings 
may appear ridiculous heights. “Cash 
flow” analysis has presumably enabled 
security analysts to find compensations 
for what may appear to be extremely low 
earnings. For example, a high level of non- 
cash charges is often a reflection that a 
company is growing rapidly, either because 
of its aggressive management or else 
simply because new demands for its prod- 
ucts and services have appeared from out- 
side sources. The tremendous growth of 
International Business Machines, for ex- 
ample, undoubtedly stems from a combi- 
nation of both factors. 

Conversely, a low rate of non-cash 
charges for a company in a growth indus- 
try may serve as an indication that the 
company may be losing its position to 
more aggressive competitors. Even though 
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itsprofits may be high today, those profits 
may evaporate a few years hence. And the 
stock market is always looking ahead. In 
order to illustrate the importance of cash 
earnings in the chemical industry, which 
in the years 1947-1956 has grown 91% 
faster than the Federal Reserve Index of 
Production, a few company comparisons, 
abstracted from a recent brokerage letter,' 
are given herewith: 


Air Reduction 

Price 6/11/57....... $59.00 
Dividend.......... 2.50 
1956 Earnings........ $ 4.32 
Price/earnings ratio......... 13.6 

1956 Cash earnings........ $ 7.00 
Price/cash-earnings ratio... . 8.4 
Earnings growth, 1947-1956. 108% 


The high price-earnings ratio of Dow 
Chemical at 26.4 as compared to Air Re- 
duction’s 13.6 becomes more understand- 
able when the factor of price-cash earn- 
ings is examined, for the two companies 
show ratios in the latter category of 8.4 
and 11.8 respectively. Other factors such 
as earnings growth enter; in the case of 
Union Carbide, the company’s old, estab- 
lished reputation and size contribute to the 
high market esteem in which its stock is 
held. However, Dow’s high rate of invest- 
ment and plow-back of earnings may evi- 
dence future good times for shareholders. 
Investors have shown themselves willing 
to pay much more in terms of earnings for 
the ownership of Dow’s shares then they 
are for the shares of Air Reduction. The 
nature of Dow’s and Union Carbide’s 
earnings are considered, for different rea- 
sons, to be higher in “quality” than those 
of Air Reduction and hence more valuable 
price-earningswise. 


, Harris, Upham & Co., July, 1957. 
Adjusted for 2-1 stock split. 
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FURTHER SIGNIFICANCE OF CASH FLOW 


As an additional tool of the securities 
analyst, cash flow is useful in determining 
earnings “quality.” To illustrate quality, 
assume that two companies in the steel 
(or any) industry are earning respectively 
$5 and $4 per share. Quality aside, the 
stock of the $5 earner should sell roughly 
25 per cent above that of the $4 earner. 
Upon analyzing “cash flow,” it might be 


American 


Cyanemid? Dow Chemical Union Carbide 
$42.00 $66.00 $121.00 
1.50 1.20 j 
3.58% 1.67% 2.96% 
$ 2.10 $ 2.52 $ 4.86 
20. 26.4 25. 
$ 7.22 $ 5.64 $ 8.90 
11.6 11.8 13.6 
184% 227% 83% 


found that the two companies are equal 
since the $4 earner, due to accelerated 


amortization, is making heavier deprecia- 


tion charges. The two stocks might then 
tend to sell at the same price regardless of 
the difference in reported net earnings. 
Only through looking at the ‘‘real’”’ earn- 
ings behind the reported ones is the picture 
clarified. 


NEED FOR A FRESH ACCOUNTING 
APPRAISAL 


From the above discussion it is apparent 
that an outside body—the security ana- 
lysts—may be on their way toward devel- 
oping new accounting concepts as to what 
constitute significant profits behind those 
reported in annual statements. Account- 
ants are not unused to such challenges, 
notably in recent years by the Securities 
and Exchange Commission and the Inter- 
nal Revenue Service, as to sound concepts 
of income. In order to forestall the making 
of accounting definitions by security ana- 
lysts, it is time for accountants to formu- 


FA 
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late their own definitions of true versus 
reported income. 

Needed is an alternate definition to re- 
place the erroneous term “cash flow.” An 
adaptation of “cash flow” to “Funds gen- 
erated internally,” ‘Funds generated 
through operations,” “Funds available for 
expansion and dividends,’ or simply 


“Funds available” should provide accept. 
able substitutes. Here is a new area of ac. 
counting terminology to be explored be 
fore the term “Cash flow earnings” gains 
wide adherence and facile acceptance 
among non-accountants—and a geneml 
misunderstanding by everybody con. 
cerned. 
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FORECASTING FINANCIAL REQUIREMENTS* 


J. Frep WEsTON 
Professor, University of California, Los Angeles 


lies at the heart of accounting and 

financial decisions in the firm. All 
management decisions deal with the future 
and forecasting is inevitable. Some busi- 
ness managers are aware of this and some 
are not, which is equivalent to saying that 
some forecasting is good and some is bad. 
When decisions are made that involve the 
future, whether recognized or not, an im- 
plicit forecast is necessary. 

In recent years substantial literature on 
the practices of individual business firms 
in forecasting their financial requirements 
has become available primarily from the 
publications of the American Management 
Association. Characteristically, this ma- 
terial has not yet found its way into the 
textbooks and the available material is in 
fragmentary, fugitive and scattered places. 
The purpose of this presentation is to 
bring together the considerable literature 
that has appeared, to organize it in a sys- 
tematic fashion in order to show its useful- 
ness, and to contrast it with one of the 
traditional methods sometimes followed 
by accountants in dealing with this matter. 

The American Management Associa- 
tion, in a series of its financial conferences, 
has called upon industry representatives 
from such companies as Heinz, Monsanto 
Chemical, du Pont, etc. to indicate how 
they have planned their financial require- 
ments.’ With this literature, which has de- 

* This paper is one of the from a study of 
bet Budgeting financed by the Bureau of Business 

momic Research, University of California, Los 
Angeles. Research assistance by Mr. Earl Beecher and 
Mr. James Hubler is gratefully acknowledged. 
American Management Association, ‘ 
1954). ork: American Management 
——, “How H. J. Heinz Manages Its Financial 
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veloped in the last several years, we now 
have a basis for projecting financial re- 
quirements effectively. 


METHODS OF PROJECTING FINANCIAL 
REQUIREMENTS 


There are three main methods for pro- 
jecting financing requirements. One is 
based on historical relationships and util- 
izes statistical methods. The second in- 
volves engineering analysis which is a 
combination of technical knowhow and 
judgment. A third involves an operation 
analysis, not necessarily technical in na- 
ture and relies mainly on judgment and 
understanding of the kinds of operations 
the firm engages in. 

Obviously in this discussion, it would 
not be appropriate to attempt to present 
the techniques necessary for an engineer- 
ing analysis. In addition, the kind of tech- 
nical background required for an opera- 
tions analysis differs from company to 
company. But omitting the technical ap- 
proach, one finds a surprisingly useful, de- 
pendable and informative mechanism by 
simply projecting observed historical re- 
lationships. Indeed, this kind of analysis is 

Planning and Controls,” Financial Management 


Series, #106 (New York: American Management 
Association, 1953). 
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——,, “How DuPont Organization 4 
Its Performance,’ Financial Management Series, 
#94 (New York: American Management Associa- 
tion, 1950). 
———, “A Program of Financial Planning and : 
Controls: The Monsanto Chemical Company,” 
Financial Management Series, $103 (New York: 
American Management Association, 1953). 
———, “Practical Techniques of Forecasting, 
ae ol and Control,” Manufacturing Series, 
if #216 (New York: American Management As- 4 
sociation, 1954). 
Brelsford, E. C., and Financial 
Forecasting,” Financial Management Series, $87 
(New York: American Management Association, 
1947), pp. 3-21. 
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fundamentally the basis for a budget pro- 
gram. 


THE SIMPLE TRADITIONAL METHOD 


The traditional approach to forecasting 
financial requirements expresses the firm’s 
needs in terms of the number of days’ 
sales tied up in an individual balance sheet 
item.? For example, we may say that a 
firm will need to have five days’ sales in 
cash, thirty days’ sales in inventories, 
forty-five days’ sales in receivables, and 
sixty days’ sales in fixed assets. On the 
liability side, accounts payable may repre- 
sent thirty days’ sales. If a firm’s net 
worth is the residual, the above informa- 
tion is enough to tell us what the firm’s 
balance sheet will be, if the firm’s sales 
were, for example, $2,000 per day. 

The results are shown on the balance 
sheet for firm A. 

Balance Sheet 
Firm A 
December 31, 1958 


Cash......... $10,000 Accounts Pay- 

$ 60,000 
Receivables. . . 80,000 Accruals...... 40,000 
Inventories... 100,000 Net Worth... 210,000 
Fixed Assets.. 120,000 


Total Assets $310,000 $310,000 


This brief example illustrates that there 
is a relationship between sales and the 
balance sheet items. Hence it shows the 
tie-in between forecasting sales and fore- 
casting financial requirements. 

One way to develop the relationships 
between sales and the individual balance 
sheet items would be to consider the re- 
lationship between the two growing out of 
basic business and engineering considera- 
tions. For example, suppose that Firm A 
sells on credit terms established by the 
line of business in which it operates at 40 
days net. This firm would, therefore, ex- 


? Richard M. Rothschild and Paul Kircher, ‘“‘Project- 
ing Capital Needs,” Journal of Accountancy, September 
1955, pp. 51-56. 
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pect to have something more than 40 days’ 
sales in receivables because customers do 
not ordinarily pay precisely on time. Thus 
it might expect something like 42 to 45 
days’ sales in receivables. 

Similarly, standards developed in pro- 
duction management analysis might indi- 
cate the necessity for 30 days’ sales in in- 
ventories. Engineering analyses might es- 
tablish the need for 60 days’ sales in fixed 
assets. 

The terms of trade on which the firm 
purchases raw materials may be assumed 
to average 30 days resulting in accounts 
payable of 30 $2,000. Purchases per day 
might average, let us say, net 35 days in 
terms of cost of the materials, so that when 
expressed in relationship to sales the rela- 
tionship might very well be 30 days’ sales 
on the average in accounts payable. 

Another method for discovering the 
number of days sales in each of the balance 
sheet items may be used. This method con- 
sists of observing the actual relationships 
between sales and the individual balance 
sheet items for selected years. This is 
shown in the following example for the 
Radio Corporation of America. 


Radio Corporation of America 


Balance Sheet 
(Figures are rounded to the nearest million dollars) 
Assets 1950 1955 
$ 67 $ 59 
Government Bonds 3 86 
Notes and Accounts Receivable 
4 21 
Total Current Assets......... 210 480 
6 28 
Property, Plants and 
Equipment............ 156 266 
Less: Reserves for De- 
Net Fixed Assets.............. 88 158 
Patents and Patent Rights... .. 4 3 
Deferred Charges.............. 4 4 
Total Assets................ 312 673 
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LUABILITIES AND CAPITAL 


Accounts Payable............. $ 31 $ 52 
Accrued Taxes.............. 13 29 
Dividends Payable............ — 12 
Total Current Liabilities... . . 80 153 
Long Term Debt. 60 250 
Incentive Plan.......... 6 
Deferred Income — 10 
Total Liabilities............. 140 419 
Capital 
Preferred Stock. . 15 15 
Common Stock ( Net “of 
Treasury Stock)....... 28 24 
173 254 
Total Liabilities and Capital.. 313 673 


Income Statement Information 
(Figures rounded to the nearest million dollars) 


Sales per Day (Divided by 360).. 1.623 2.93 
Profits before Taxes........... 97 100 
Profits after Taxes............ 46 48 

Number of Days’ Sales in the Following Items 
Cash and Equivalent........... 43 49 
Receivables (Net)............. 45 63 
Inventories (Net).............. 39 44 
Total Current Assets........... 129 164 
Fixed Assets (Net)............ 54 54 
Accounts Payable............. 19 18 
Total Current Liabilities. ...... 40 52 
37 85 
Common Stock Equity (Common 

Stock and Surplus).......... 97 82 


Section I presents the balance sheets for 
Radio Corporation of America as of the 
end of the years 1950 and 1955. Section IT 
presents income statement information for 
those two years, and Section III presents a 
calculation of the number of days’ sales 
represented in several of the balance sheet 
items. 

The number of days’ sales represented 
in each of the balance sheet items is deter- 
mined by first dividing sales by 360. This 
gives sales per day. Dividing sales per day 
into each of the balance sheet items gives 
the number of days’ sales in each of the 
items, 


We may now compare the results for the 


two years, a period of time in which sales 
approximately doubled. The number of 
days’ sales in cash and equivalent in- 
creased from 43 days in 1950 to 49 days in 
1955. Likewise the rise in days’ sales in re- 
ceivables from 45 to 63 was large. The in- 
ventory figures are approximately the 
same, the current asset relationship has 
increased; the fixed asset relationship is 
identical; the total asset relationship has 
increased reflecting the situation in the 
current assets. 

Accounts payable remain stable over the 
period. Long-term debt more than doubled 
from 1950 to 1955. 

Similarly for Crown-Zellerbach Inc. 


Crown-Zellerbach 
Balance Sheet 


(Figures Rounded to Nearest Million Dollars) 
April 30 April 30 
1950 19. 


ASSETS 55 
Marketable Securities............ 19 26 
Notes and Accounts Receivable 

Other Current Assets............ 1 3 

Total Current Assets........... 81 145 
Gross Fixed Assets....... 158.4 284 
Less: Reserve for Deprecia- 

Net Fixed Assets................ 93 177 
Investments.................... 6 8 
Miscellaneous Assets......... 5 16 
Intangible Assets................ 3 3 
Deferred Charges................ 2 5 

Liabilities and Capital 
Accounts Payable................ 6 12 
Notes Payable.................. 0 4 
Accrued Payroll, Interest, etc... . . 2 7 
Provision for Federal Income Tax. 11 24 
CUM 1 2 
Other Current Liabilities......... i 2 

Total Current Liabilities. ...... 21 51 
Long Term Debt................ 23 51 
Other Liabilities................. 0 1 
Minority Interests............... 1 1 
Preferred Stock Outstanding (Par). 36 31 
Common Stock Outstanding (Par). 14 37 
Capital Surplus................. 18 35 
Retained Earnings and Surplus Re- 

serves 7 147 

Total Liabilities and Capital.... 190 354 
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Crown-Zellerbach 
Income Statement Information 

1950 1955 
Sales per day (360 day year)...... .477 .850 
Depreciation and Amortization. ... 6 11 
Profits Before Taxes............. 31 57 
U. S. Normal Income Taxes...... 12 24 

Crown-Zellerbach 


Number of Days’ Sales in the following Items 


Cash and Equivalent............ 69 
Receivables (Net)............... 34 34 
67 64 
Total Current Assets............. 170 171 
Fixed Assets (Net).............. 195 208 
Accounts Payable.............. 13 14 
Total Current Liabilities......... 44 60 
. 48 60 


(Common Stock 
Capital Surplus 
Retained Earnings and Surp. Res.) 
Total Liabilities and Net Worth... 398 416 


For Crown-Zellerbach, it will be ob- 
served that between the years 1950 and 
1955, the number of days’ sales in cash and 
equivalent remained unchanged. The num- 
ber of days’ sales in receivables and inven- 
tories remained stable. The number of 
days’ sales in fixed assets and total assets 
remained relatively stable. Similarly with 
accounts payable. Thus here we have a 
situation during a period of time when 
sales increased from $172,000,000 in 1950 
to $306,000,000 in 1955, the number of 
days’ sales in the major balance sheet 
items remained relatively stable. 

These two examples indicate that the 
calculation of the number of days’ sales in 
the major balance sheet items is a depend- 
able method for projecting financial re- 
quirements in some instances, but not in 
others. Another method which is widely 
used is that of correlation analysis. This 
method is somewhat complex but is rela- 
tively easily understood and provides a 
a powerful tool for analysis. 

The great advantage of the correlation 
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method is that where the number of days’ 
sales in receivables or inventories, for ex- 
ample, changes over a period of years it 
still provides a very useful resulting figure 
for projection. The correlation technique 
is a method of using average relationships 
which provides an average which is useful 
in the future as contrasted with an average 
which is not meaningful for the future. 
This can be demonstrated by the following 
simple example, 

In the material presented in Table |, 
the number of days’ sales in inventory 
drops from 12 in 1954 to 5 in 1958. The 
use of 5 as the figure for projecting in- 
ventory needs in 1959, or an average of the 
numbers is likely to be misleading in view 
of the trend developing. 


TABLE 1 
Sales per Inventory Sales 
Day at Cost in 
$2,000 24,000 12.0 
3,000 26 ,000 8.67 
4,000 28,000 7.0 
5,000 ,000 6.0 
6,000 32,000 5.0 


Correlation analysis furnishes a method 
for forecasting inventory needs which 
avoids difficulty. This is illustrated in 
Chart I. When the data from Table 1 are 
plotted on Chart I, it is clear that a definite 
relationship exists. This relationship can 
be observed as follows; the change in in- 
ventory between 1954 and 1958 is 
$8,000.00, the change in sales for the corre- 
sponding period is $4,000.00. 8,000 divided 
by 4,000 yields 2, which tells us the slope 
of the line. This enables us to obtain al 
equation readily either by reading the 
basic inventory amount off the chart at 
$20,000.00 or from an equation relation 
ship. Since this is a straight line equation, 
it has the form Y=a+bxX. In our case ¥ 
is inventory or the dependent factor and X 


Sse ke x 
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Cuart I. Correlation between sales and inventory. 


30,000 


28,000 


2,000 


20,000 


Y =| #6 x 
IWVENTORY = 20,000 + & (SALES) 


2,000 4,000 


is sales, the causal factor. The letter b 
stands for the slope of the line which we 
know is 2. Therefore, we can use the inven- 
tory and sales of any year and solve the 
equation for a. To illustrate: in 1958 sales 
aré 6,000 and inventory is 32,000. Thus, 
two times sales per day of 6,000 is 12,000, 
inventory is 32,000; 32,000 less 12,000 is 
20,000. The a in the equation is therefore 
équal to 20,000 and is a fixed amount 
which does not change. Thus our equation 
for the relationship between inventory and 
sales is: inventory is equal to $20,000 plus 
two times whatever our level of sales per 


6,000 8,000 


SALeS 
(in $ per day) 


day happens to be. Inventory= $20,000 
+2 Sales. 

It will be observed that, although the 
number of days’ sales in inventory 
changes, this regression equation (Y=a 
+bX) enables us to predict in a fairly de- 
pendable fashion what the inventory will 
be for any given level of sales. 

Thus far we have presented a very sim- 
plified illustration of the correlation meth- 
od for projecting financial requirements. 
An actual example is now presented for the 
Standard Oil Company of California. 
(Tabulation given on next page) 


431 
days’ 
ex- 
rs it 
nique 
ships 34,000 j 
| 
erage 
ture. 
le 1, 
| 
The | 
| 
view 
26,000 
Sales | 
entory 
22,000 | 
ethod | 
din 
1 are | 
finite 
can 
in in- | 
8 is | 
COrTe- 
vided | 
slope 
in al 
the | 
rt at | 
stion- | 
ation, 
ase Y | 
und X 


Standard Oil of California 


Balance Sheet 
(Figures Rounded to the Nearest Million Dollars) 
ASSETS 1950 1955 
Marketable Securities........ 77 32 
Notes and Accounts Receivable 93 196 
Other Current Assets........ 
Total Current Assets...... 513 
Gross Fixed Assets.... 1504 2336 
Reserve for Depreciation 651 1066 
Net Fixed Assets............ 852 1270 
Miscellaneous Assets......... 46 72 


LIABILITIES AND NET WORTH 


Accounts Payable........... 59 141 
Provision for Federal Income 


Other Current Liabilities... .. 26 30 
Total Current Liabilities. .... 145 229 
95 79 
Retained Earnings plus Surplus 

571 791 
Total Liabilities and Net 


* Do not balance because of rounding. 


Standard Oil of California 
Income Statement Information 


1950 1955 
Profit Before Taxes............ 217 290 
Profit After Taxes............. 151 231 


Standard Oil of California 
Number of Days’ Sales in the Following Items 


1950 1955 
days days 
Receivables (Net)............. 41 55 
Total Current Assets........... 147 145 
Fixed Assets (Net)............ 375 358 
543 523 
Accounts Payable............. 26 40 
Current Liabilities............. 64 65 
Long Term Debt.............. 42 22 
Net Worth (Common Stk. and 


Chart II demonstrates how the rela- 
tionships can be used to project financial 
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requirements into the future. In the case of 
Standard Oil of California, using the re. 
gression relationships through 1955 and 
projecting for 1956 data which are now 
available, we can compare the accuracy of 
the forecast (Tables 2, 3). We find quite de. 
pendable results. With this method we are 
able to calculate the amounts needed to 
finance asset requirements. We observe 
how much of this financing is provided 
from trade credit in accounts payable. 
This indicates the amount of additional 
external financing that will be required 
over and above the amount by which re- 
tained earnings will increase from profits. 

The amount of additional financing that 
will be required can be observed from the 
pattern of the relationships. All of the as- 
set items are increased in a relatively sys- 
tematic fashion in response to the sales in- 
crease. On the right-hand side of the bal- 
ance sheet accounts payable will expand in 
accordance with expansions of trade 
credit. Provision for Federal Income Taxes 
and retained earnings will each increase by 
approximately one half of earnings before 
taxes and retained earnings will increase 
by approximately one half of profits after 
taxes since dividend pay-outs for American 
industry are characteristically now around 
50%. The extent to which a growing firm 
will need to finance its asset increases by 
more than trade credit, depreciation 
charges, provision for Federal Income 
Taxes and retained earnings will be indi- 
cated by the projections based on the re- 
gression relationships. The amount of ex- 
ternal financing required can, therefore, be 
planned for and steps taken to procure the 
necessary amount of external financing. 
This is illustrated in Table 4. 

This method for projecting financial re- 
quirements can be performed both at 4 
level of the firm, the industry, or for the 
economy as a whole. 

Since the method may be difficult to 
follow in an actual example, another illus- 
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Cuart II. Standard Oil Company of California scatter diagrams 
for estimating financial requirements. 
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(Continued on pages 434-435) 


tration is developed which shows the 
method more simply. We assume a firm 
with the following beginning balance 
sheet. This is shown in Table 5. This bal- 
lance sheet reflects the regression equa- 
tions set up initially, for cash is equal to 
$10,000 plus one times sales; receivables 
are equal to $20,000 plus two times sales, 
and so forth. 

1958 sales per day are equal to $2,000 
and 1965 sales per day are assumed to 
equal $5,000. Based on the sales per day of 


$2,000 and the regression equations, the bal- 
ance sheet at the end of 1958 is indicated. 
In this balance sheet capital stock and re- 
tained earnings are assumed amounts. 
The balance sheet for 1965 is shown 
based on the regression relationships and 
the assumed average sales per day of 
5,000. The asset items increase to $160,000 
and accounts payable increase to $25,000. 
Observation of the projected balance 
sheet as of the end of 1965 shows that, if 
capital stock and retained earnings re- 
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Cuart IJ. Standard Oil Company of California scatter diagrams 
for estimating financial requirements-——(Continued). 
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main unchanged, the amount of additional 
financing required would be $21,000. This 
is a relatively small amount for this situa- 
tion, It is likely that it would be obtained 
from retained earnings. However, it is im- 
portant to recognize that even this repre- 
sents a financing decision, a decision to 
keep moneys in the business which might 
otherwise be distributed to its owners. 
Thus the method of correlation analysis 
indicates how relatively dependable pro- 
jections may be made of financing needs, 
not only on a year to year basis but for the 
longer term projections of five to ten 


SALES (Millions of $) 


years which are essential in planning for 
the acquisition and use of capital facilities. 


NUMBER OF DAYS’ SALES METHOD 
COMPARED WITH REGRESSION 
ANALYSIS 


The two leading methods of projecting 
financial requirements have been set out. 
It may be of interest to compare the re- 
sults using the two methods for a sample 
of firms. Accordingly, we selected ten 
firms representing a cross section of in- 
dustries to compare the use of the two 
methods, This comparison is shown in 
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Cuart II. Standard Oil Company of California scatter diagrams 
for estimating financial requirements—(Continued). 
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GNP Sales Mar- ables Curr. Fized oT Curr. Curr. Term mon 
heiable (Net) Assets Assets fre. Liab. Debt Stock 
Ling Secur serves Asset 
Dut. 186... 20.2 373 SO SO 48 52 117 #2 12 12 §8 -O 492 179 785 
1947... 232.2 330 4 65 18 66 8 41 20 2 2&8 492 253 876 
re- 148... 257.3 736 110 87 8 28 690 99 47 23 «114 «= 324 s:1075 
149... 257.3 743 168 80 8% 341 36 «104s 140 
ple 1950... 2851 816 144 93 97 334 852 59 6 26 145 95 STi 418 
1951... 328.2 975 188 110 113 410 903 $2 87 28 177 95 S71 S17 1366 
ten 1952... 345.4 1015 138 109 133 381 977 #8 49 49 31 146 85 57% 4 1407 
: 1953... 363.2 1 173 119 18 469 3038 GF 175 79 1535 
in- 1954... 360.7 1113 177 132 165 474 1138 1 58 26 192 78 676 731 1678 
| 1955... 390.9 1278 142 196 175 S12 1270 2 141 58 30 229 79 797 751 1856 
wo 1956... 412.4 1567 137 224 200 1394 157 63 34 254 76 797 914 2041 
Source: Company Annua] Reports and Moody’s Industrials, 
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STANDARD Ort Company OF CALIFORNIA REGRESSION FORMULAS 
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Sales 

Cash and Marketable 
Securities 

Receivables (Net) 

Inventories 

Total Current Assets 

Misc. Assets 


Net Fixed Assets 


= —408.75+4.195 (GNP) 


= 17.5+- .1354 Sales 

= —18.8+ .141 Sales 

= —8-+ .1423 Sales 

= 22.85-+ .381 Sales 

Assumed a fixed amount, 
the 10 year average or 67 
million 

= 180+ .8 Sales 


Accounts Payable 
Provision for Income 


Taxes 
Other Current 


Total Current Liabil. 
Long Term Debt 


Common Stock 


Retained Earnings and 


= —35.45-+.1175 Sales 
= —12.5+.0718 Sales 


=9.6-+ .01796 Sales 
= —32+ .2054 Sales 


Assumed a fixed amount, 
the average of last 19 


years or 80 


= 298+ .33 Sales 


Total Assets = 210+1.234 Sales Surplus Reserves = — 100+ .667 Sales 
TABLE 3 
STANDARD Or Company oF CALIFORNIA 
PERCENTAGE OF ERROR IN THE 1956 ESTIMATES 
(Using Actual Sales and Also Projected Sales) 
9 
1956 % 1956 % 
on Estimate 
Actual Estimated Based on 
Figures Sales Actual 
C1) “Sales (1) 
(1) (2) (3) (4) (5) 
ASSETS 
Cash and Marketable Securities................... 138 196 42 230 67 
Dah a's 224 168 (25) 202 (10) 
eh 562 544 (3) 647 15 
2,041 1,848 (9) 2,148 5 
LIABILITIES 
Provisions for Income Taxes...................... 63 82 30 100 6 
Other Current Liabilities. .... 2% 34 33 (3) 38 12 
Total Cunvent 254 235 (7) 27 
Long Term Debt........... 76 80* 5 80* 5 
Capital 
Retained Earnings and Surplus Reserves........... 914 781 (15) 945 3 
Total Liabilities and Capital...................... 2,041 1,893 (7) 2,1 3 


* Assumed a Fixed Amount. 
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TABLE 4 


STANDARD Ort Company OF CALIFORNIA 
Pro Forma BALANCE SHEETS 
1956 EstmaTes CoMPARED wiTH 1956 ACTUAL 


Atso 1957-60, 65 
(Estimates Calculated from the Regression Equations) 


1956 1956 1957 1958 1959 1960 1956 
Actual* Est. Est. Est. Est. Est. Est. 
Gross National Product 412.4 412.4 433 454.7 477.4 501.3 641 
Company Sales ($ millions)...................+0+5 1,567 1,321 1,408 1,499 1,594 1,694 2,280 
Assets 
Cash and Marketable Securities................. 138 196 208 220 233 247 326 
224 168 180 193 206 220 303 
Inventories......... 200 180 192 205 219 233 316 
562 544 580 618 658 700 945 
85 67 67 67 67 67 67 
1,394 1,237 1,306 1,379 1,455 1,535 2, 
Total Assets... ... 2,041 1,848 1,953 2,064 2,180 2,302 3,016 
LIABILITIES 
Accounts Payable . ee 157 120 130 141 152 164 232 
Provision for Income 82 89 95 102 109 151 
34 33 35 37 38 40 51 
76 80 80 80 80 80 


Total Liabilities. . . 


CAPITAL 


Retained Earnings and Surplus Reserves......... 


Sub-Total (Liabilities and Capital). . 
Additional Financing Needed 


914 = 781 839 900 9963 1,030 1,421 
1,711 1,578 1,636 1,697 1,760 1,827 2,218 
2,041 1,893 1,970 2,050 2,132 2,220 2,732 

0 -45 —-17 14 48 82 284 
2,041 1,848 1,953 2,064 2,1 2,302 3,016 


* Source: Annual Report, 1956, Standard Oil Company of California. 


Table 6. The average per cent error using 
the regression method for cash is 41 com- 
pared with 58 for the average number of 
days’ sales method. For receivables, the 
corresponding errors are 21 and 19; for in- 
ventories, 11 and 19; for gross fixed assets, 
15 and 20; for accounts payable, 13 vs. 19. 
These projections were based on the years 
1950 to 1955, a period of time during 
which the sales increases of the ten firms 
analyzed was substantial. The margin of 
error is relatively large for both but much 
smaller for the regression method than for 


the average days’ sales approach. 

The errors are reduced substantially 
when the calculations are based on actual 
sales rather than estimated sales. This is 
shown by Table 7. 

Furthermore, analysis of tables 6 and 7 
reveals that the large average errors are 
usually caused by erratic results in one or 
two companies. But the average error is 
small in numerous instances. 

A comparison of the two leading 
methods for projecting financial require- 
ments indicates that both are subject to 
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TABLE 5 


Regression Equations: 
Cash=10+15S Accounts Payable=20+-1S 
Receivables = 20+-2S 
Inventory = 30+3S Other Current Liabilities= 10+-2S 
Net Fixed Assets=50+-4S 

etained Earnings=44+ .02S 
Sales per day: S=Sales per day 


1958 Sales per day equal $2,000 
1965 Sales per day equal $5,000 


Balance Sheets: 
Balance Sheet, 12/31/58 
($000 omitted) 


Accounts Payable.......... 

Receivables....... 

Inventory........ Other Current Liabilities. ..... 
Fixed Assets. . 


$130 
Balance Sheet, 12/31/65 
($000 omitted) 


«46... 15 Accounts Payable 
Receivables. .. 30 Other Current Liabilities 
. 45 Capital Stock 
Fixed Assets... . Retained Earnings............ 


Financing required 


TABLE 6 


SUMMARY 
BALANCE SHEET DATE ForEcAST ERROR 


Cash Equivalent Receivables Inventories Ni 


% Error % Error Q% Error Y, Error 


Regres- Days’ Regres- Days’ Regres- s? Regres- Days’ 
ston Sales a Sales ston Sales ston Sales 


+ 8 
9 
- 1 
—22 
—18 
—28 
—18 
—32 
—32 
—14 
—34 
7 
—13 
—23 

19 


+ 13 
+ 8 


Jones and Laughlin... . 
National Lead 

North American....... 
Raytheon 
Sears, Roebuck & Co......... 


t+) $44 
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Co 
] 
22 Cr 
Du 
14 Fri 
— Ga 
36 IB 
Retained Earnings... Na 
Ne 
$130 Re 
—_ Se 
Sy 
U. 
25 A 
20 
50 
44 
$160 $160 : 
Payable 
% 
Regres- i 
Continental Can.... — § 3 +20 +3 +14 —2 
Crown-Zellerbach. 2 — 8 —15 —25 +9 -—9 +4 +15 
Du Pont........... 0 6 -~3 —4 0+4 +10 +8 
Fruehauf..... : 28 26 —13 —48 —33 —51 —33 +7 +21 i 0 
Garrett Corp.. 73 88 —13 —10 —15 —24 3 +15 +21 
71 62 —27 +1 +9 +23 +412 
20 23 —31 0 +21 — 6 +12 —29 
25 10 — 2 1 —20 —27 —4 t 
30 32 —76 —37 —41 —54 —56 —-42 -4 
43 +112 —10 8 —il —24 -—26 +10 —16 
Sylvania... . 90 + 62 5 +1 —17 8 —31 0 =f 
1 + 60 —17 — 420). +5 +31 -2-5 § 
Westinghouse............. +173 +232 —42 +16 +9 +1 +20 +21 —3 
41 58 21 11 19 15 20 is 
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TABLE 7 


SUMMARY 
BaLance SHEET Data Forecast Error BAsEp on AcTUAL SALES 


— 


Cash Net Piwed Actounts 
Equivalent Receivables Inventories Pavabl 
% Error % Error % Error Error % Error 
Regres- Days’ Regres- Days’ Regres- Days’ Regres- Days’ Regres- Days’ 
ston Sales Sales ston Sales the S Sales 
Continental Can (1956 Figures 
Adj’d)..... + 45 + 55 —15 —30 —3 —15 —14 —22 
Crown-Zellerbach. .... + 8 + 16 -—-8 +5 —15 —14 +9 +5 0 +25 
Du Pont 0 + 6 -l1 -1 -—-3 —4 0+4 +10 +8 
Fruehauf. - 6 7 +3 —2 —42 -17 —49 -17 —30 +34 
Garrett Corp + 91 +107 -10 —10 —-1-—6 -17 +7 +24 +27 
ae +71 + 68 —27 —28 +1 +11 +23 +412 —15 —17 
Jones and Laughlin. . — 13 — 14 —26 — 6 +8 +35 +5 +26 —25 —58 
National Lead. . + 32 -— § +2 —29 +5 —15 +5 —24 0 —19 
North American... . § § +15 3 —13 —16 —36 —4 —20 —18 
Raytheon. .. . ee + 43 +112 —10 —14 -—- 8 -il —24 —26 +10 —16 
Sears, Roebuck & Co........ + 1 + 88 —38 —34 —12 —10 -—-5 —8 +3 +3 
+ 80 + 56 — 8 —24 0 —16 —31 -3 -9 
U. S. Steel. — 1 + 62 -17 —11 0 —22 +7 +33 —-2--—4 
Westinghouse +102 +4151 —-49 —A42 —8 -17 —21 -9 8 —20 
Average. . . 35.6 53.7 17.1 17.1 8.5 14.6 15.6 16.1 11.7 20.0 


relatively large margins of error. For more 
dependable forecasting, additional anal- 
ysis must be carried out, based upon 
engineering relationships and the charac- 
teristics of the line of business. For exam- 
ple, knowing the terms of credit or terms 
of sale for a particular industry will enable 
one to make a reasonably dependable judg- 
ment or forecast about a number of days’ 
sales and receivables. For example, if the 
firm’s terms of sale were net 30 days, it is 
likely to have about 32 to 35 days’ sales in 
receivables since on the average firms will 
take more than 30 days to pay, allowing 
for some spillover beyond the required 
payment date. 

Similarly, standards have been worked 
out for many industries, indicating the nor- 
mal amount of inventory per dollar of 
sales. Where available, they could of course 
be used as a guide for adjusting the fore- 
cast figures. 


CONCLUSIONS 


This paper has set out a description of 
another method in addition to the one 


more traditionally used by accountants in 
projecting financial requirements. This 
method has been shown to yield improved 
projections especially in regard to the five 
to ten year projections, the kind which is 
being increasingly employed by business 
firms in planning their needs for fixed asset 
requirements over a long period of time. 
Planning for financial requirements over a 
long period of time is essential for the suc- 
cessful conduct of business operations. 
Neither of these methods is likely to 
yield completely dependable results. Re- 
gression analysis at the level of the firm as 
a whole has been found to be accurate 
within 5 to 10% in a large number of cases. 
However, this accuracy depends upon the 
stability of the relationships, which in turn 
depends upon the nature of the business. 
The use of correlation methods for pro- 
jecting financial requirements is therefore 
subject to some error. However, it is still 
of value as a first stage in the analysis and 
can carry the forecaster a long way in mak- 
ing a first estimate of future needs. These 
estimates then can be supplemented by en- 
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gineering analysis, by detailed under- 
standing of the operation of the company, 
and subjective judgments. 

It is to be noted that, if refinements are 
possible, they can be built on to the initial 
estimates made by use ef correlation anal- 
ysis. However, if there are no other ways 
of making refinements, it must be ac- 
knowledged that the use of correlation 


analysis provides much guidance. 

The correlation method has been shown 
to be more dependable than the use of the 
average number of days’ sales in receiy. 
ables, inventories, etc. Thus it should pro- 
vide a useful addition to the accountant’s 
tool box of devices that he can use to in- 
crease his contribution in providing data 
for management of a business enterprise, 
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THOUGHT PROCESSES IN CREATIVE ACCOUNTING 


PARK 
Partner, Haskins & Sells 


light-hearted ways of the re- 

searcher, according to Whitehead, 
is to call him ‘“‘an irresponsible fellow hap- 
pily fiddling while Rome burns.” But the 
pure scholar, says Whitehead, 


TYPICAL REACTION to the seemingly 


feels responsible for the manner in which he in- 
vestigates his data, for his train of reasoning, for 
his scientific judgment, and, in general, for the in- 
tellectual honesty of his work. To deviate one 
hair’s breadth in his work for the sake of human 
welfare would be, for him, the blackest of sins; 
that would be to trifle with Truth itself. Any idea 
or hypothesis, however speculative or unwel- 
come, is open for investigation provided the evi- 
dence and the argument are frankly set forth. 


Studies of valuation criteria in account- 
ancy suggest an example: Historical cost 
has served so well in so many circum- 
stances for so long that deliberately setting 
out to develop meaningful conversions of 
financial figures to measuring units of com- 
parable purchasing power may seem rather 
“speculative and unwelcome.” Yet as 
prudent analysts in the presence of con- 
tinuing, substantial inflationary pressures, 
we can scarcely bank on but one valuation 
alternative. Extant concepts may be 
strengthened in the process of developing 
other concepts. But the benefits obtain- 
able from considering the new hypotheses 
may rest on frankly approaching them on 
their own merits, isolated from existing 
notions of valuation. Surely this is not 
“irresponsible fiddling,” but reflects prac- 
tical, creative thinking. 

The thought processes inherent in crea- 
tive development of accountancy require 
definition: What are the thinking habits 
necessary for generating truly new ideas? 
In his daily practice the professional ac- 
countant must devise practical solutions, 
and always be concerned with the impact 


‘ T. North Whitehead, “Permission to Think,” Har- 


vard Business Review, January-February 1956, p. 34. 
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of his actions on both clients and col- 
leagues. But productive thought on a 
newly-conceived hypothesis may be ham- 
pered by such professional considerations. 
Technical face-lifting may be the principal 
result in these circumstances. Thus the 
professional man’s dilemma is the need to 
be concerned simultaneously about the 
meaning of his work, and to face the daily 
chore of problem-solving with realism. 
These responsibilities need not be re- 
garded as incompatible. 

The notion that basic research can be 
productive without the presence of pre- 
determined technical objectives is just as 
applicable in accountancy as in any other 
art or science. Purposeful theorizing or 
abstract analysis is part of the intellectual 
responsibility of the professional man. 
Our profession is privileged with freedom 
of thought and action, and this independ- 
ence is something earned, not obtained by 
grant. It is a burden of intellectual re- 
sponsibility that grows as the whole art 
of accountancy grows, and is greater now 
than ever before. Along these lines, John 
L. Carey states: “I can see no reason why 
the CPA, without jeopardizing his in- 
dependence, should not be a continuous, 
creative, dynamic aid to management.’” 

The key word in Mr. Carey’s comment, 
as far as this discussion is concerned, is 
the word creative, as to which these ques- 
tions are asked: What are the processes of 
thought necessary for developing account- 
ancy’s ideas and principles? If we are to 
have confidence in what we are thinking 
isn’t it necessary to have confidence in 
how we orgamize our thinking? 

Internal research to expand our concepts 
will be productive when geared to pro- 


2 John L. Carey, “(How Can the Profession Plan for 
rs * The "Journal of Accountancy, May 1956, 
Pp 


| 


442 


gressive thinking in related areas. For in- 
stance, accountancy and economics are 
interdependent. Also, while accountancy 
surely is not approaching any methodolog- 
ical dead-end—refinements in technique 
are always possible—we can argue that in- 
tensification of internally-generated re- 
search is necessary to advance the art of 
accountancy beyond the confines of to- 
day’s generally-accepted principles. 


The Accounting Model, Accounting 
analysis 


Present-day accountancy works with a 
practical, but sometimes inflexible model. 
It is based on the notion that everything 
having a value obtains its value from an 
expectation of future services—against 
which is an offsetting ownership or other 
equity. As a mechanism, the valuations 
and offsetting equities are kept in balance 
in the double-entry system while reflect- 
ing operating and other events. Universal 
application of the accounting model hinges 
on several broad assumptions, and this is 
what makes its practical working rather 
inflexible. 

Accounting analysis is for this reason 
forced into a rather untenable position: 
In general, problem-solving involves de- 
fining each problem and then setting 
the benchmarks for its solution. But ac- 
counting analysis often is emasculated 
when it applies general-purpose financial 
figures in a specific situation to which they 
do not necessarily fit. Thus the creative- 
accounting approach to problem-solving 
starts with a belief that the objectives of 
any analysis dictate the nature of the in- 
put and output valuations adopted. Crea- 
tive thinking in accounting research leaves 
room to wonder whether the proven use- 
fulness of extant accounting concepts and 
technique precludes the possibility of our 
devising a better system of accounting 
measurement and analysis. Creative ac- 
counting can provide the unrestricted 
search requisite to such improvement. 


Scientific Method 
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“The scientific method, as far as it ig g 
method, is nothing more than doing one’s 
damndest with one’s mind, no holds 
barred,’” said P. W. Bridgman. Thus what 
we are considering here are the respect. 
ability of theorizing and the application 
of research techniques that have been used 
so successfully in many other fields. These 
are not luxuries for exclusive use by 
academicians, but represent an oppor- 
tunity and challenge for all thoughtfy) 
practitioners. 

Blocking this line of thinking, we hear 
expressions such as: “‘Ours is first and fore- 
most a practical art,” “We’ve never done 
it that way before,” or “Our clients 
wouldn’t stand for it.” The mental atti- 
tudes reflected in such statements don’t 
fit in with the strategy known as scientific 
method; a proven method of research for 
systematically seeking out the essence of a 
problem. 

Scientific method in business situations 
generally proceeds somewhat as follows: 

1. A problem requiring management decision 
is recognized or perhaps only sensed. 

2. The problem area is isolated and then clari- 
fied by defining it as precisely as possible, This 
is a matter of considering all possible al 
ternatives; a process of thinking which often 
dredges up subsurface ideas not discernible 
on first examination. It is a process that de- 
pends on creativity rather than on applica 
tion of stored-up knowledge. 

3. All possible quantitative facts relating to 
the problem are determined. 

4. A preliminary explanation of the problem 

is attempted. 

. This hypothesis is tested and retested, and 
the quality of the testing rests largely on 
the significance and dependability of the 
information used, 

6. Behaviora] patterns in the data and factor 

interrelationships are identified. 

7. The findings of the study and the stipula- 

tions of the decision maker are combined in 


wm 


?P. W. Bridgman, “The Prospect for Intelligence,” 
Yale Review, Vol. 34, pp. 444-61; quoted in James B. 
Conant, On Understanding Science, (New Haven: Yale 
University Press, 1947) p. 115. 
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mathematical or statistical models, and 
analyses or predictions are made. 

8. The results are translated into words and 
figures that the decision maker can under- 


stand and act upon. 

9, Future events are compared with situation 
analyses with a view to improvement of 
subsequent similar analyses. 


The observation-hypothesis-prediction- 
verification phases of scientific method are 
not barren, mechanical procedures. For 
full benefits from this analytical sequence 
are not obtainable without full play of ef- 
fective research attitudes. Surely this is 
where many accountants have an op- 
portunity to broaden further their cus- 
tomary processes of thinking: If problems 
are recognized and defined before settling 
the valuation criteria, this does not add 
up to undisciplined non-conformity. On 
the contrary, it is disciplined open-minded- 
ness 


Logical Fallacies 


In accounting research it is not enough 
to be guided by the scientific method. It is 
necessary also to guard against emotional 
twisting or other influences that distort 
one’s thinking. Reasoning processes are 
befogged all too easily by certain logical 
fallacies inadvertently perpetrated by 
many people—including accountants. In 
his Guides to Straight Thinking, Stuart 
Chase‘ summarizes logical fallacies, and 
one can think of some applications of sev- 
eral of his question-answer examples that 
might apply to accountancy: 

1, Over-generalizing. Jumping to conclusions 

from one or two cases. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: No! Because it didn’t work for 
K Co. and it won’t work for us. 

2. Thin entering wedge. A special type of over- 
generalizing involving prediction. 
Question: Should X Corp, adopt LIFO 

pricing of inventories? 
Answer: No! Because the next thing you 
know the pressure will be on to adopt 


*Stuart Chase, Guides to Straight Thinking (New 
York: Harper & Brothers, 1956), pp. 153-58 passim. 
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LIFO for machinery and equipment, 

3. Getting personal, Forsaking the issue to at- 

tack the character of its defender. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: Look at who’s behind it; they say 
Fred Jones was involved in some sort of 
construction kickback scandal back in 
the thirties. 

4. You’re another. My point may be bad but 
yours is just as bad, so that makes it quits. 
Question: Should X Corp. adopt LIFO 

pricing of inventories? 

Answer: Look here, we are criticized by 
one of the outside directors for not favor- 
ing the adoption of LIFO, but why 
doesn’t he throw out the antiquated 
methods he has in his own company? 

5. Scrambling cause and effect. If event B comes 
after event A, then it is assumed to be the 
result of A. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: Look at K Co. They put in LIFO 
and the next thing you knew the treasur- 
er skipped to Canada with twenty-two 
thousand dollars. 

6. Appeal to authority. Dead men cannot 
speak for themselves, and wise men can’t 
be wrong. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: Why the very idea would make 
the founder of this company turn in his 
grave! 

7. Arguing in circles. Using a conclusion to 
prove itself. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: LIFO may be all right for some 
companies, but not for other companies, 
and X Corp. is one of the companies it 
isn’t all right for. 

8. Black or white. Forcing an issue with many 
aspects into just two sides, and so neglect- 
ing important shades of gray. 

Question: Should X Corp. adopt LIFO 
pricing of inventories? 

Answer: No! LIFO is a radical departure 
from generally-accepted accounting prin- 
ciples. We work with those principles 
and there’s no middle ground. We have 
to choose and I choose to stick to our es- 
tablished principles! 


Without taking time to cite other logical 
fallacies such as false analogy, appeal to the 


448 
ne’s 
holds 
what 
pect- 
ation 
used 
hese 
ppor- 
htful 
hear 
fore- 
done | 
lients 
atti- i 
don't } 
h for 
tions 
ows: 
ecision 
This 
ble ak 
h often | 
rnible 
atde- 

da, and 
ely on 
of the 
factor 
tipula- 
inedin | 


444 


crowd, self-evident truths, etc. it is perhaps 
obvious from the above examples that the 
discipline of scientific method has no room 
for fallacies in logic. Its calculated, open- 
minded technique requires unemotional 
attention to facts. But imtuitiveness, an 
indispensable ingredient of creativity, is 
not excluded. 


Operational Approach to Creativity 


A case for avoidance of logical fallacies 
has been made. Let’s now take another 
look at the relationship of creativity and 
scientific method. On that relationship, 
the ideas of William J. J. Gordon are most 
interesting: Mr. Gordon suggests six 
phases that can be observed whenever 
creativity is at work:> They are (1) in- 
volvement-detachment, (2) speculation, 
(3) deferment, (4) autonomy, (5) pur- 
posiveness, and (6) use of the common- 
place. 


“The process of creation,” says Mr. Gordon, 
“requires involvement and detachment, but 
neither can be allowed to prevail over the 
other.” 

His second theme is that “the speculative na- 
ture of the creative process affirms that 
what is not yet actual is possible.” 

In “deferment,” he deals with the extension of 
speculation into the risky search for better 
results than those lesser gains that are im- 
mediately attainable. 

His “autonomy” refers to the independent 
status of ideas in the process of creation, 
and reflecting its automony is the “inher- 
ent purposiveness of the creative process 
itself.” 

Finally, he suggests that every brilliant idea 
stems from the commonplace as we try to 
rise from present reality through new in- 
sight to new achievements. 


This brings our discussion back to 
familiar ground from which we can survey 
creative problem-solving in application to 
the field of accountancy: Present-day ac- 
countancy, surely, is the foundation upon 
which the future technology of account- 

5 William J. J. Gordon, “Operational approach to 


Creativity,’ Harvard Business Review, November- 
December 1956, p. 41f. 
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ancy will be built. This is based on the 
assumption that accounting method js 
susceptible to vast improvements despite 
immutability of some parts of its process 
and its tenets. 


A ppraisal 


New ideas for measuring enterprise, 
financial position and operating perfor- 
mance and for providing information 
geared to managerial decision-making re- 
quire creative thinking. Mere technical 
advancement or building on precedent 
cannot fill the bill. The impetus for crea- 
tive development must come in greater 
measure from thinking generated within 
the intellectual circle of our own profession, 

Simultaneously, we must create re 
ceptiveness for the innovations we pro- 
duce: We should anticipate the demand for 
each new informational device and its 
supporting rationale, and educate the 
users of financial information to their 
future needs. Professional pride dictates 
this progressive attitude, for the alternative 
of unpreparedness would be shattering to 
professional morale. 

The key to creative research in ac- 
countancy is in recognizing the need for 
deliberately nurturing open-minded atti- 
tudes. The accountant’s laboratory is in 
the factory and office, not principally in 
the ivory tower. In their regular work, 
most accountants have many opportuni- 
ties to come up with creative ideas that 
can be of great service to their clients. The 
catalyst needed to convert these ideas into 
practical tools for management use is an 
open, inquisitive mind. Also, the general 
theory and technique of accountancy will 
achieve its brilliant future through d- 
rected, creative effort. 

Accomplishment of these objectives in- 
volves applying scientific method, elimi- 
nating logical fallacies, and using opera- 
tional approaches to creativity in solving 
accountancy’s problems and expanding the 
perimeter of its theory. 
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PROFESSIONAL EDUCATION FOR 
PUBLIC ACCOUNTING 


DonaLpD J. BEvIs 
Partner, Touche, Niven, Bailey & Smari 


can be divided into four stages: (1) 

undergraduate education, (2) grad- 
uate education, (3) staff training programs 
conducted by the firms, and (4) continuing 
professional education through direct and 
indirect participation in the broad ac- 
tivities of professional organizations. While 
the majority of persons who have entered 
the profession in the past twenty-five 
years have not had the benefit of formal 
graduate study, an ever-increasing number 
feel the need or desire for more advanced 
formal education. The growth of enroll- 
ment in graduate schools attests to this 
fact. And in our firm, for example, slightly 
more than 17% of the persons hired in 
the past six years have a master’s degree. 
Still others, admittedly only a few, earn 
advanced degrees after beginning their 
professional accounting careers. On the 
other hand, there have been some prac- 
titioners who, willfully or otherwise, have 
neglected their educational program after 
they have entered the profession. Their 
further progress in the field has varied de- 
pending upon their own individual capac- 
ity and ingenuity, but has usually been 
quite limited. The successful public ac- 
countant, however, has had to continue to 
apply himself both to meet the rapidly 
changing conditions in the world’s econ- 
omy and to keep up with the increasing 
and expanding demands for his services. 


The Era of Transition 


Public accounting today is substantially 
diferent from what it was twenty-five 
years ago. Bookkeeping techniques have 
undergone substantial improvement. 
Government regulations and increasingly 
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complex tax measures have caused much 
confusion and required greater attention. 
Today, people in responsible accounting 
positions in industry and government are 
trained accountants. Many have pursued 
the same program of study and education 
that the public accountant has. The in- 
expert bookkeeper of yesterday has been 
superseded by the expert accountant of 
today. 

The development of good internal ac- 
counting and the emphasis on sound in- 
ternal control have resulted from, and been 
an integral part of, this transition. A 
change has also been made in the purpose 
of audit examinations by public account- 
ants. Primary attention has shifted from 
the detection of irregularities to the fair 
presentation of financial information. Ef- 
forts are no longer principally directed to 
a challenge of many individual transac- 
tions. The present-day public accountant 
does not satisfy himself as to the reliabil- 
ity of the statement by reviews or analyses 
of masses of detail. He now spends a sub- 
stantial portion of his time in the challenge 
of policies, techniques, and procedures. 
Further, the public accountant, because 
of his training and past experience, is 
needed for his advice on sound business 
practices and financial management. 

As the economy continues to grow and 
become more complex, the demands on, 
and for, trained accountants—both public 
and private—will become more critical. 
The rate of progression and growth in ac- 
countancy in the past twenty-five years 
undoubtedly will continue in the foresee- 
able future. The accountant in the future 
will have to be better trained than his 
counterpart of today, just as the account- 
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ant of today has to be better trained than 
his predecessor of twenty-five years ago. 
The need for specialization will become 
more apparent than it is now. 


Educating and Training Tomorrow’s 
Accountant 


The obvious and logical, and certainly 
the most practicable, solution to this prob- 
lem is increased training at the academic 
level. The basic knowledge that the pro- 
spective accountant needs, which is con- 
siderably greater than it was in the past 
and will continue to increase in the future, 
can best be developed at the school level 
where he is not subjected to business 
pressures and other demands that inter- 
fere with orderly education. 

In most respects the undergraduate 
educational programs of the public ac- 
countant and the industrial or govern- 
mental accountant are parallel. The areas 
of difference are not as significant or im- 
portant as the areas of similarity. In addi- 
tion to the necessary courses in the arts 
and sciences, each requires the basic 
courses in business administration—prin- 
ciples of accounting, statistics, manage- 
ment, finance, marketing, and business 
law. These same courses aré also essential 
to the proper development of a person en- 
tering any field of business. Perhaps it can 
be said that the graduate of the future will 
have to be trained in a greater variety of 
areas, in addition to having depth of 
training in his area of specialization. 

The public accountant today certainly 
has to be trained in areas other than ac- 
counting and auditing. The need for this 
additional education is even more vital if 
he is to enter the relatively new activity 
of management services. In this aréa, he 
competes with industrial engineers and 
with other public accountants. who have 
specialized in that area and, consequently, 
he must have some knowledge of indus- 
trial engineering and accounting. 

The industrial accountant needs the 
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same background. Further, this back. 
ground can be extremely useful to the 
governmental accountant, unless he jp. 
tends to limit himself to a very small are, 
of accounting practice in government. The 
interests of each type of accountant, at 
least at the undergraduate level, are not» 
diverse as to require a multitude of sep 
arate and distinct courses designed solely 
to educate the student in the particula 
field he has chosen. In fact, what diversity 
is present would indicate that each can 
profit by association with the other and 
with the accounting material that may be 
peculiar to each field of study. In so faras 
public accounting is concerned, there is4 
minimal knowledge of all areas of account- 
ing activity that the student or trainee in 
public accounting should be expected to 
know. 

As specialization increases, however, the 
solution becomes more complex, although 
not as seriously as one might expect. Thete 
are several aspects of the solution that re 
quire additional thought. In the first place, 
should an attempt be made to attain 
specialization within the normal four-yeat 
program? This cannot be answered cate- 
gorically, because it is possible to force 
human beings to accomplish more than 
they are used to. On the other hand, it is 
generally admitted that the four-yeat 
program, if properly conceived, usually 
will provide the student only with the 
essentials. On this basis, something more 
than a four-year program is necessary to 
attain specialization and still provide the 
student with the other knowledge he re 
quires to have a proper background for 
going into accounting upon graduation. 
This does not mean that specialization 
cannot begin until the fifth year. A propet 
curriculum would begin specialization at 
least in the fourth year, atid possibly ia 
the third year. This arrangment would 
prévent too heavy a concentration in one 
area in the fifth year. 

Secondly, if the users of accounting serv- 
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ices are going to insist that the new ac- 
countant have a training beyond that 
required by the usual college graudate en- 
tering business, appropriate recognition 
must be given to that difference. Both 
should not receive the same degree or 
mark of educational attainment. The one 
with the greater background is entitled to 
appropriate recognition of that fact. This 
suggests, therefore, that the current prac- 
tice of awarding masters’ degrees be con- 
tinued when it is in recognition of special 
attainments. 

It might be preferable to create a new 
degree to award to these more highly 
trained accounting specialists. A new de- 
gree would be necessary, of course, if sep- 
arate Schools of Accountancy were estab- 
lished. But even if this segregation is not 
accomplished, there is merit in awarding a 
professional degree to the accounting 
specialist. The graduate of this program 
should receive a degree comparable to that 
of a graduate entering the professions of 
law, medicine, and dentistry. 

At present there is nothing to suggest 
that the differences between specialization 
in public accounting and specialization in 
industrial or governmental accounting are 
marked enough as to recommend that the 
accounting degree be so restrictive as to 
indicate that the attainments were, for 
example, only in the field of industrial ac- 
counting. It would appear, therefore, that 
the designation of the higher degree as an 
advanced degree in accounting should be 
acceptable for all purposes. 


Other Effects of a Five-Year Program 


If employers of accountants desire a 
broader background before employment, 
then they will have to recognize this dif- 
ferential in higher starting salaries. In 
other words, a differential will have to be 
paid to the person who has a five-year 
preparatory period, in contrast with the 
graduate of a four-year program. This is 
not to imply that the differential will re- 
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main throughout a person’s accounting 
career, for there may be no correlation 
between a person’s rate of progress in the 
firm and the previous educational back- 
ground. Further, the graduate of the nor- 
mal four-year program can breach the gap 
in educational background through sub- 
sequent training and experience. 

The question can also be asked if the 
five-year program would have any in- 
fluence on the number of persons specializ- 
ing in accounting—both publicand private. 
This is difficult to answer without specific 
experience, but we do know that many 
people enter the professions of law and 
medicine. In each case the scholastic pro- 
gram extends for a period of five years or 
longer. If there were the proper rewards, it 
is difficult to see how the five-year ac- 
counting program would discourage people 
from entering the field of accounting. Cer- 
tainly the product would be better. 

When and how should this fifth year of 
accounting be given? In a separate and in- 
dependent school of accounting, or as 4 
school or department within a college of 
business administration? Our conclusions 
in this respect may change in the future, 
but today there is little doubt but that the 
program should be conducted within an 
established college of business administra- 
tion. The accounting student still needs 
the other basic courses in business ad- 
ministration and the contacts with teach- 
ing experts in the other fields of study in 
the college. Today there is a dearth of 
teaching experts of all kinds. The estab- 
lishment of independent schools of ac- 
counting would magnify this condition. 

It is desirable, however, that the ac- 
counting department be autonomous with- 
in the college of business administration 
and not be incorporated as a subdivision 
of a wider area, The accounting depart- 
ment head should be given the latitude of 
prescribing not only the number and se- 
quence of accounting courses required for 
the accounting degree, but should have 
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considerable voice in prescribing the ex- 
tent of the training in the related fields. 
Needless to say, such autonomous de- 
partments should be established only 
where the demand warrants it. It is be- 
lieved that such autonomy that would go 
with department status would facilitate 
the establishment of better curriculums, 
would add prestige to the subject matter 
and the faculty, and would aid in the em- 
ployment of better qualified teachers and 
the improvement of their economic status. 

What effect would the establishment of 
an advanced degree in accounting—the 
five-year program—have on the staff 
training and internship programs in 
public accounting? On the experience re- 
quirement for the C.P.A. certificate? 
Categorical answers again cannot be 
given, but a few observations can be made. 
Generally there is no reason why the staff 
training programs of public, industrial, or 
governmental accountants should be in- 
tegrated with the college program. These 
training programs are largely established 
to indectrinate the trainee in the peculiari- 
ties of his organization. They teach him 
specific jobs and practices, and do not at- 
tempt, except incidentally, to cover phi- 
losophy and fundamentals. Staff training 
programs would be affected only to the 
extent that some of the basic general 
knowledge subjects would be eliminated. 


The New Program and the C.P.A. Certificate 


The five-year program, as such, will not 
provide experience of the type contem- 
plated by those who believe that the 
C.P.A. certificate should not be given un- 
til the candidate has had a minimum 
amount of acceptable experience. Others 
believe, however, that additional educa- 
tion of the type covered in the five-year 
program should reduce the experience re- 
quirement. Still others believe that the 
C.P.A. certificate should be awarded upon 
passing a suitable examination, irrespec- 
tive of previous experience. 
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Internship Programs 

The five-year program would include 
internships as integral parts of the pro- 
gram. These arrangements, in addition to 
providing useful training and experience, 
can be an important factor in assisting the 
student to determine while he is in college 
what field of accounting, if any, he is best 
suited for. Internship programs should also 
be made available to the faculty in order 
to keep them up to date on current prac- 
tices and to give them a better “feel” of 
accounting in action. 

I would recommend that the amount of 
time devoted to internship be six months 
and be given in the fourth year. The stu- 
dent would have the option of spending 
the internship in a six-month industrial, 
public accounting, or governmental pro- 
gram, or two three-month programs in the 
above fields. The option is essential since 
many students have not decided defi- 
nitely on their specialty area in accounting 
at this stage of their training. 

The expanded internship programs 
create problems of both numbers and tim- 
ing. Many more firms and industries and 
governmental units would have to provide 
internship programs, Only a limited number 
are doing so today. 

Timing would also be a factor, especially 
for the public accounting internship pro- 
grams. To be most useful to the students 
and the firms, the internship in public ac- 
counting should be roughly from Novem- 
ber through April for the six-month pro- 
gram and from December through Feb- 
ruary for the three-month program. The 
internship programs would naturally have 
to coincide with the school quarter or 
semester plan. The problem of timing 
might well be solved, or at least alleviated 
to a great extent, if the colleges and uni- 
versities solve the predicted increased 
demand for college education in the near 
future by adopting four three-month 
quarters instead of the general two-semes- 
ter-plus-summer-session plan. 
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Benefits to Be Derived from Such a Program 


What effect will the establishment of 
this advanced professional education pro- 
gram have on the public accounting pro- 
fession? If it can be assumed that an ade- 
quate curriculum will be established and 
capable faculty obtained, then the public 
accounting profession should benefit im- 
measurably. For example, certain of the 
deficiencies of present college graduates 
could be eliminated or alleviated by a 
proper curriculum. This new curriculum 
should: (1) expand the training in both 
oral and written communication, (2) in- 
tegrate the various fields of study by use 
of a case-study technique for a fifth-year 
wind-up course, (3) require an introduc- 
tion to personnel administration and a 
study of human motivations, and (4) ex- 
pand training in mathematics and statis- 
tics. 

These new graduates would come into 
their chosen profession with an adequate 
training in communication skills, both oral 
and written. A lack of such ability is a 
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common weakness today. Further, the 
graduate would have a better understand- 
ing of the purpose of an audit; he might 
not know the answers, but he would be 
able to recognize the problem areas. Many 
of the difficulties of practicing accountants 
today arise from the failure of their staff to 
identify irregularities or questionable prac- 
tices. In addition, he would at least be 
aware of the problems of the various as- 
pects of business and have had at least an 
exposure to solving business problems, as 
opposed to accounting problems. He 
would also be more qualified to deal with 
people and to accept supervisory responsi- 
bility earlier in his professional career. 
And he would be better trained in the 
cognate fields of mathematics and statis- 
tics. 

Others, too, would benefit, directly or 
indirectly, from the five-year program; the 
businessman, because he would receive 
better accounting; the student, because he 
could enter a better field of endeavor; and 
the teacher, because of added prestige and 
increased compensation. 
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ACCOUNTING AND ECONOMICS 
RECIPROCALLY INDEBTED 


KENNETH W. PERRY 
Associate Professor, University of Illinois 


profession and without, are con- 

stantly subjecting the accountant to 
ever-increasing pressures in an attempt to 
induce him to change some of his basic 
principles. Many of these forces can be 
attributed, either directly or indirectly to 
economists. It is this writer’s belief that 
Accounting and Economics are more 
closely related and thus more interde- 
pendent than is commonly thought. It is 
also his belief that if the accountant and 
the economist were both more aware of 
their relationship and interdependency, 
both might derive mutual benefit there- 
from. 


Prove both within the accounting 


Accounting and Economics Interrelated 


Although the science of economics deals 
largely with the social aspects of produc- 
tion and distribution, whereas accounting 
is interested chiefly in the problems of the 
business enterprise and looks on its ac- 
tivities largely from the viewpoint of the 
particular entrepreneur, the two fields 
nevertheless treat of similar subject mat- 
ter. Both are concerned with property and 
with human activities relating to the pro- 
duction, exchange, and consumption of 
this property. Generally speaking it is the 
point of view that differentiates one from 
the other. Whereas economics treats of 
society as a whole, of wealth in general, of 
the wants of people, and the satisfaction 
of those wants; accounting treats of in- 
dividual units in society, the property of 
each unit, the requirements of each unit, 
and the efforts and accomplishments of 
each unit. 

At the present time there is not, nor in 
the past has there ever been, complete 


awareness of the interrelationships of the 
two fields. However, if the two fields are 
to make their greatest contributions, a 
mutual understanding of their relationship 
is imperative. For instance, economics is 
developing most rapidly in the field of 
statistics and statistical methodology, 
and in this type of study the economist is 
reaching more and more into fields hither- 
to largely the habitat of the accountant. 
Also, specialists in the areas of finance and 
marketing, among others, are studying 
problems closely connected with account- 
ing and in which the accountant is apt to 
contribute much of the useful statistical 
data. Since in so many fields of economi¢ 
investigation the economist has to deal 
directly with data which can be supplied 
to him in the first place only by the ac 
countant, it seems apparent that in’ order 
to accomplish their respective missions 
most satisfactorily there must be a mutual 
appreciation of their interdependence and 
interrelationships. 

It is this writer’s opinion that the ac- 
countant of today cannot properly inter- 
pret financial records and history without 
giving due consideration to the funda- 
mental economic theories involved. A 
knowledge of economics is, therefore, an 
essential part of the equipment of an ac- 
countant. Similarly, the economist needs 
the discipline of exactness and the appre- 
ciation of quantitative factors which ac- 
counting gives, and, therefore, it seems 
apparent that a knowledge of accounting 
is an essential part of the equipment of an 
economist. 

The mutual relationship and _inter- 
dependence of the two fields down through 
the years has caused accounting and eco- 
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Accounting and Economics 


nomics to have reciprocating influences on 
each other, and as a result mutual debts 
have developed. A brief review of some of 
these debts clearly indicates the inter- 
dependency of the two fields. 


Accounting Indebted to Economics 


The need for accounting information, 

which, of course, led to the development 
of the art of accounting, was emphasized 
and brought to the foreground to a great 
extent by economists. This need for ac- 
counting information was well emphasized 
by John Stuart Mill, among others, when 
it a discussion on insolvency he said: 
I will venture to say that not one-fourth of all the 
persons in the provinces, either manufacturers, 
tradesmen, or farmers, ever take stock; nor in 
fact does one-half of them ever keep account- 
books, deserving any other name than memoran- 
dum-books. I know sufficient of the concerns of 
five hundred small tradesmen in the provinces, 
to be enabled to say, that not one-fifth of them 
ever take stock, or keep even the most ordinary 
accounts.’ 


Since it is impossible to measure the 
exact amount of influence economists such 
as Mill had on the early development of 
accounting, it is likewise impossible to 
measure the exact debt owed them by ac- 
counting. However, it appears probable 
that accounting is indebted to them for 
much of the prominence it has gained, if 
for no other reason than the fact that they 
repeatedly emphasized the need for and 
importance of accounting information. 

The development of the enterprise en- 
tity concept in accounting appears to have 
been closely related to and influenced by 
the Classical School’s concept of the en- 
trepreneur and the Neo-Classical School’s 
concept of the firm. It is not the present 
writer’s contention that the accountant’s 
concept of the enterprise entity as the ac- 
counting unit had its direct antecedence in 
economic thought. Rather it is his belief 


14. S. Mill, Prinoiples of Political Economy (revised 
edition; London: The Colonial Press, 1900), II, 414. 
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that the use of the entrepreneurial concept 
and the concept of the firm by the classical 
and neo-classical economists as the unit of 
analysis influenced greatly the account- 
ant’s viewpoint in relation to the enterprise 
entity as the accounting unit. Conse- 
quently, accounting is indebted to eco- 
nomics for the part it played in the devel- 
opment of the enterprise entity concept, 
regardless of whether this part was large 
or smail. 

As the business unit grew from the rela- 
tively small enterprise of Adam Smith’s 
time—when the capitalist was in many 
cases both the organizer and manager of 
the business—into the large-scale corpora- 
tion of the nineteenth century, the eco- 
nomic necessity for using long-lived capital 
assets made a relatively permanent invest- 
ment of funds necessary. This ‘“‘perma- 
nent” investment, together with the trans- 
ferability of shares, made the distinction 
between capital and income an economic 
necessity. 

The interrelationships and interdepend- 

ence of accounting and economics in the 
areas of capital and income, and the con- 
comitant problem of distinguishing be- 
tween the two seems to have been well 
recognized by Fisher, when in the preface 
to his Nature of Capital and Income, he 
said: 
This book is an attempt to put on a rational foun- 
dation the concepts and fundamental theorems of 
capital and income. It therefore forms a sort of 
philosophy of economic accounting, and, it is 
hoped, may supply a link long missing between 
the ideas and usages underlying practical business 
transactions and the theories of abstract econom- 
ics? 

When one becomes aware of the fact 
that economists of the past such as Fisher 
were constantly conscious of and con- 
tinually searching for the solution to the 
problem of properly distinguishing be- 


21, Fisher, The Nature of Capital and Incoyne (New 
York: The Macmillan p. vii. 
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tween capital and income, it seems rea- 
sonable to conclude that they aided the 
accountant in the development and re- 
finement of his concept. Although the 
amount of assistance may be indeter- 
minate, accounting is nevertheless in- 
debted to economics for its contribution 
toward the solution of this problem. 

Since the essence of the accounting 
problem, as related to the distinction be- 
tween capital and income, is to a great 
extent centered upon costs which are 
carried over from one accounting period to 
another, the development of an adequate 
concept of “cost” was vital to the proper 
development of accounting. 

Although, generally speaking, the econ- 
omists of the Classical and Neo-Classical 
Schools used different approaches to the 
measurement of cost—the Classical School 
sought objectivity of measurement by 
treating “‘cost’” as the prices paid for 
factor services, and the Neo-Classical 
School resorted to utility-cost (making one 
object forego the cost of another)—they 
nevertheless contributed much to account- 
ing thought in regard to “cost.” Like 
many other contributions to thought much 
was cast off by the accountant, but at the 
same time much was retained, either con- 
sciously or unconsciously, by him, and as 
a result accounting is indebted to eco- 
nomics for its contributions. Accounting 
is indebted to economics, however, not 
only for that which was retained but also 
for that which was cast off, because that 
which was rejected often aided the ac- 
countant in the final analysis by strength- 
ening his concept. The accountant’s con- 
cept was strengthened by the mere fact 
that he had to constantly re-examine it, 
and asa result when it became crystallized 
it was stronger for having been exposed to 
various ideas and theories. 

Additional accounting responsibilities 
grew out of the intense competition which 
followed the Industrial Revolution. As 
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competition grew keener, the interest of 
management in the analysis of costs and 
expenses increased. The search for indica- 
tions of waste, unprofitable products, for 
the means of increasing unit productivity, 
and similar problems grew almost un- 
ceasingly. This development brought with 
it cost accounting. 

Cost accounting, primarily an analytical 
process, places great stress upon refine- 
ments in the classification of expenses 
and the allocation of costs to units of prod- 
ucts. In his attempt to attain these re- 
finements the accountant has been aided 
greatly by the economist. Especially is this 
true in such areas as joint-product costs, 
overhead costs, differential costs, fixed 
and variable costs, and direct and indirect 
costs. Accounting’s debt to economics, as 
related to cost accounting, seems to have 
been well recognized by Arthur Lowes 
Dickinson as early as 1911. In an article 
dealing with the economic aspects of cost 
accounts Mr. Dickinson’ maintained that 
the principles involved in determining the 
cost of any given article of manufacture 
are economic principles. 

It became rather obvious toward the 
end of the nineteenth century that if the 
tendencies of the economic process as evi- 
denced in the market place were to be re- 
flected rationally in the decisions of busi- 
ness managers, efficient machinery for the 
recording and interpreting of such statis- 
tics was necessary. This need stimulated 
the development of accrual accounting, 
and consequently one finds another area 
in which accounting is indebted to eco- 
nomics. Economists, among them H. C. 
Adams in his Public Finance, discussed 
the relative advantages of “cash” and 
“accrual accounting” as early as 1898. In 
fact evidence tends to indicate that econ- 


* A. L. Dickinson, “The Economic Aspect of Cost 
Accounts and Its Application to the Accounting of In- 
dustrial Companies,” The American Economic Review, 
I (April, 1911), 110. 
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omists gave currency to the phrase “ac- 
crual accounting.” 

Perhaps in summary it should be reiter- 
ated that accounting is indebted to eco- 
nomics for many of its ideas, not neces- 
sarily because these ideas originated in 
economics but rather because they were 
related to economics and as a result were 
influenced by various schools of economic 
thought. However, as has been pointed out 
earlier, the relationship of the two fields 
down through the years has caused not 
only accounting to become indebted to 
economics, but it has likewise caused eco- 
nomics to become indebted to accounting. 


Economics Indebted to Accounting 


Economists of the past frequently relied 
too much upon hypothesis and conjecture 
about human behavior in enterprise rela- 
tionships. In order to test the adequacy of 
their hypotheses it became obvious that 
some resort to the records of behavior had 
to be made. To the extent that they were 
dealing with such problems as the be- 
havior of men in enterprise relations, the 
effect of various forms of business organ- 
ization upon public interest, and the 
problems of controlling enterprise activity, 
it was perhaps logical that a large resort 
had to be made to accounting data. When 
economists began to rely upon accountants 
for the data upon which to base their 
statistical approaches to the solutions of 
problems such as these, their indebtedness 
to accounting began to grow. 

The movement from the conceptual to 
the statistical mode, however, should not 
be construed to mean that the conceptual 
mode has no place in the science of eco- 
nomics. On the contrary, both modes are 
desirable. In scientific work the theoretical 
analysis usually—though not always— 
precedes the statistical in point of time 


and often accelerates the benefits of the ~ 


statistical follow-up. However, the theore- 
lician runs the risk of creating an imag- 


inary world of affairs and of mistaking it 
for the real world. Even when he is con- 
scious that his theories describe an over- 
simplification, he cannot be sure how bad 
his distortions are. There may be a tend- 
ency for such work to become a fabric of 
rational processes based upon plausible 
guesswork. However, rightly combined, 
the conceptual and statistical modes are 
immeasurably superior to either alone. 
The imaginative mode sketches in patterns 
of thought to be checked by statistical 
measuring, and the latter suggests re- 
formulation of assumptions more nearly 
in accord with the facts. The amount of 
assistance the economist received from the 
accountant in the development of his 
statistical method is, of course, indeter- 
minate. However, it seems rather logical 
to conclude that it was a tremendous 
amount, and as a result the economist is 
indebted to the accountant for his con- 
tribution. 

Since the problems of the modern-day 
economist center largely around the rela- 
tionships among capital, labor, and the 
consumer, and since he must use account- 
ing data in solving these problems, it seems 
apparent that his indebtedness to account- 
ing is great. For instance, his problems 
with capital often deal with the matter of 
a fair return, and this can be determined 
best through accounting. His labor prob- 
lems are concerned with, among other 
things, shorter hours and higher pay. Only 
through proper accounting can one de- 
termine the extent that these changes will 
affect the expenses of a given business. 
His problems concerning the consumer 
often deal with the selling price of what the 
consumer buys, and this likewise can often 
best be determined by means of proper ac- 
counting methods. All of these matters 
indicate a close relationship between eco- 
nomics and accounting, a relationship 
which in the opinion of this writer should 
be, and is, growing closer every day. 
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Conclusion 

Although modern accounting has de- 
veloped from bookkeeping, the modern ac- 
countant must have a much larger equip- 
ment than the old-fashioned bookkeeper. 
As business organizations have grown 
larger and more complex, the businessman 
has been less able to grasp all the facts of 
his business and has come to depend upon 
the accountant more and more for a sum- 
marization of details. Furthermore, the 
accountant has developed from a mere 
keeper of records into an interpreter of 
those records, The modern entrepreneur 
relies on his accountants for many of the 
facts which he needs in determining his 
business policies. However, it must be 
remembered that the business enterprise 
of today is not operating alone; it is func- 
tioning in a complex economic system, and 
it is the accountant’s business to under- 
stand the economic relations involved. If 
the accountant does not understand the 
economic system in which his employer 
functions, of what use will be his presenta- 
tions of facts? 

Since the modern accountant cannot 
properly interpret financial records and 
history without giving due consideration 
to the fundamental economic theories in- 
volved, a knowledge of economics appears 


to be an essential part of his equipment, 
Similarly, as has been indicated before, 
the modern economist needs the dis 
cipline of exactness and the appreciation 
of quantitative factors which accounting 
gives. In this time of “braintrusting,” 
when theory is apt to carry one beyond 
the realm of fact, too much emphasis 
cannot be placed upon the importance of a 
knowledge of ascertaining hard cold facts, 
such as is the province of accounting. Con- 
sequently, in this day and age it seems 
apparent that in order to carry out their 
functions properly the accountant and the 
economist need at least a working knowl- 
edge of the other’s field. Although it prob- 
ably would not be necessary to go so far 
as to educate the general public, as sug- 
gested in 1911 by William Morse Cole 
when he said: ‘“To get the accounts of this 
country put upon a sound basis means the 
education of the public to something of an 
appreciation of fundamental economic 
principles,’* it does nevertheless seem ap- 
parent that at least the accountant and 
the economist should be aware of their 
mutual relationships, and the fact that 
they are to a great extent interdependent. 


4 W. M. Cole, “Accounting Methods for Determini 
Costs and Prices,’ The American Economic Review, 
(April, 1911), 125. 
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s the of Accountancy degree (B.Acc.) will be (Must include some work in ethics, 
of an awarded. The requirements are: human relations, and conference 
leadership) 
omic 1. The University “‘core” curriculum: 
n ap- Semester Semester hours required for the Bachelor of 
and Hours Accountancy (B.Acc.) degree.......... 157 
their | 6 6. Special aptitude and achievement tests as specified 
that Political Science. ..............0-+45- 6 by the ment of Accounting. 
dent. Foreign Language.......... If a student follows the Suggested 
2. The College of Business Administration requisites: Schedule of Courses outlined below, he can 
ore Introductory Accounting.............. be awarded the Bachelor of Business Ad- 
ministration degree (B.B.A.) with a major 
in accounting at the end of the fourth year. 


Introduction to Business.............. SUGGESTED SCHEDULE OF COURSES 


Money and Banking................. Introductory Accountin; 2 semesters 
Business Organization and Control... . . i semesters 
Business orrespondence.............. Mathematics 2 semesters 
Business, or Non-business electives... . Speech (1 semester. 
Non-business electives................ Semester 34 
3, Tie of Accounting basic curricul 
termediate Accounting.............. 
Advanced Accounting................ 
Cost Accounting..................005 Intermediate Accounting (2 semesters 


Advanced Accounting Theory. ........ 
Accounting for Specific Industries (in- 

cluding principles of fund accounting) . 
Methods of Processing Data........... 


Ww 
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Science, or Foreign Language 2 semesters 
Economics 


Semester 32 
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Third Year 


Cost Accounting I (1 semester) 
Group A Accounting elective (1 semester) 
Business Law (2 semesters) 
Corporation Finance (1 semester) 


Business Organization and Control (1 semester) 


Statistics (1 semester) 
Business Correspondence (1 semester) 
Psychology (1 semester) 
Non-business elective (1 semester) 


Fourth Year 


Federal Taxation I (1 semester) 


Group A Accounting elective (1 semester) 
Auditing (1 semester) 
Report Writing (1 semester) 
Money and Banking (1 semester) 
Marketing (1 semester) 
Economics (1 semester) 


Non-business elective (1 semester) 
Business, or Non-business elective (2 semesters) 


Semester hours required for the Bachelor of Busi- 
ness Administration (B.B.A.) degree......... 127 
Fifth Year 
Federal Taxation II (1 semester) 
Accounting for Specific Industries (1 semester) 
Advanced Accounting Theory (1 semester) 
Statistical Sampling (1 semester) 
Group A electives (2 courses) (2 semesters) 
Group B elective (1 course) (1 semester) 
Group C elective (1 course) (1 semester) 
General electives (2 semesters) 
Semester hours required for the Bachelor of Ac- 


countancy (B.Acc.) degree.............. 


Group A Electives 


Methods of Processing Data 
Cost Accounting IT 
Advanced Accounting I 
Advanced Accounting II 


Group B Electives 


Governmental and Institutional Accounting 
Programming Data Processing Machines 
Advanced Cost Accounting 

Public Auditing 

Internal Auditing 

Controllership 

Budgeting 

Advanced Federal Taxation 


Group C Electives 


Advanced Public Speaking 
Investments 

Insurance Purchasing 

Salesmanshi 

Industrial Management 

Seminar in Administrative Practices 


General electives must include some work, approved in 
advance by the Department of Accounting, in the 


fields of Ethics, Human Relations, and Conference 
Leadership. 


In the Suggested Schedule of Courses, it 
will be observed that only one accounting 
course is suggested in each semester of the 
Third year. Flexibility is thereby provided 
for those situations where Introductory 
Accounting is not offered until the second 
year. In that event, Intermediate Account- 
ing can be moved from the second year to 
the third year; Psychology, as well as the 
Non-business elective, can take the place 
of Intermediate Accounting in the second 
year; Science, or Foreign Language, can 
take the place of Introductory Accounting 
in the first year; the Group A accounting 
elective can be moved to the fourth year, 
while Money and Banking can be offered 
in the third year. Two Group A accounting 
electives will then be taken in the fourth 
year as a result. 

It should be noted, also, that a graduate 
from the above Suggested Schedule of 
Courses would have a major in accounting 
—under present regulations. However, it 
is a specific objective of the evolutionary 
process:to delete the word ‘“‘accounting” in 
the caption “‘major in accounting’’ from the 
four-year program at the earliest practica- 
ble date. The designation ‘“‘major in pre- 
professional accounting,” perhaps, may be 
appropriate. Because of the misleading in- 
ferences which may be drawn from either 
appellation, the writer is of the opinion 
that it probably would be wise if the word 
“accounting” were omitted entirely in 
this usage. It is not altogether unlikely 
that “major in general business” might be- 
come acceptable. 

Considering economics and mathematics 
as non-business courses, in accordance 
with the recommendations of the Stand- 
ards Rating Committee of the American 
Accounting Association reported, in THE 
AccountTING REvIEW, January, 1954, page 
43, the Suggested Schedule of Courses may 
be tabulated—in terms of semester hours 
—as follows: 
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Five-Year Professional Program 


Business 
General 
Non- Accounting 
Yeor business Studies Total 
28 8 3 
3 6 6 19 31 
64(50%) 30(24%)  33(26%) 127 


Substantial agreement with the recom- 
mendations of the Standards Rating Com- 
mittee is indicated by the following: 


Suggested Schedule of Standards Rating 


Courses Commitlee 
50% 50% 
24% 25% 
26% 25% 


The American Association of Collegiate 
Schools of Business generally requires a 
minimum of 40% non-business work, at 
least 40% business administration courses, 
leaving about 20% for accounting studies. 
Utilizing the requirements of the AACSB, 
the following semester-hour tabulation can 
be constructed: 


Business 

General 

Studies 
1 17 — 17 34 
2 24 6 2 32 
3 6 6 19 31 
4 6 10 14 30 
53 (42%) 22 (17%) 52 (41%) 127 


General agreement with the requirements 
of the AACSB, therefore, is achieved also. 

It will be observed that Introductory 
Accounting is considered as ‘Business Ad- 
ministration” because it is a general re- 
quirement for all students working toward 
the Bachelor of Business Administration 
degree. The remaining differences between 
the two tabulations are caused simply by 
variations in ‘classifications of courses be- 
tween the AAA and AACSB. 

The special aptitude and achievement 
tests specified by the Department of Ac- 
counting are proving quite helpful. Their 
continued use is planned as follows: 


1. The final examination for the first semester 


457 


of Introductory Accounting is a departmen- 
tal examination modeled after the Level I 
Achievement Test of the American Insti- 
tute of Certified Public Accountants, but 
limited to the subject matter of the first 
semester’s work. Three mutually equivalent 
forms of the test are administered simul- 
taneously in each class. Tight controls en- 
able the same tests to be used in the vari- 
ous sectional classes. The test score is re- 
corded for each student. 

2. At the first class meeting of the second se- 
mester of Introductory Accounting, the 
Orientation Test of the AICPA is given to 
all those students. This test score, too, is re- 
corded for each student. 

3. The final examination for the second semes- 
ter of Introductory Accounting is a depart- 
mental examination consisting of the Level 
I Achievement Test of the AICPA. Three 
forms of the test are used simultaneously 
and standardized for all students in each 
class. This test score is recorded for each 
student, also. 


(With these three test scores for each stu- 
dent, the faculty advisor is in an advan- 
tageous position to assist a student in de- 
termining whether he should continue his 
accounting studies.) 

4, During the second semester of the Fourth 
year, the Level II Achievement Test of the 
AICPA is required of those having account- 
ing as their field of concentration. This test 
score and the other three previously indi- 
cated are made available to prospective em- 
ployers. All four test scores should be use- 
ful, though not conclusive per se, in deter- 
mining whether a particular student should 
strive for the professional Bachelor of Ac- 
countancy degree. 


For the qualified professional accounting 
student who desires to obtain the maxi- 
mum benefit from his 5-year educational 
program, the following Optimum Course 
Schedule seems logical. 


Optimum Course SCHEDULE 


First Year 
First Semester Second Semester 
Introductory Accounting Introductory Accounting 
lish English 
American History American History 
Mathematics Mathematics 
Physical Education Physical Education 


Introduction to Business Speech 
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Second Year 
Intermediate Accounting 


Political Science 


Intermediate Accounting 


Science 


Science Science 
Economics Economics 
Typing 

Third Year 


Methods of Processing 
Data 
Corporation Finance 


Cost Accounting I 


Business Organization and 


Control 
Business Law Business Law 
Statistics Business Correspondence 
Psychology Advanced Public Speaking 

Fourth Year 

Cost Accounting IT Advanced Accounting I 
Federal Taxation I Auditing 
Report Writing Money and Banking 
Insurance Purchasing Marketing 


Industrial Management Managerial Economics 
(Bachelor of Business Administration degree at this 
point) 


Fifth Year 
Federal Taxation II Advanced Federal Taxa- 
tion 
Advanced Accounting II Budgeting 
Accounting for Specific In- Advanced Accounting 
dustries Th 


eory 

Seminar in Administrative 
Practices 

Ethics 


Statistical Sampling 


Seminar in Human Rela- 

tions 

(The Professional degree—Bachelor of Accountancy 
(B.Acc.)—at this point) 

The Optimum Course Schedule, pre- 
sented in semester hours on the basis of the 
AAA classification of courses, results in: 


Business 
General 
, Non- Accounting 
1 23 8 3 34 
2 24 6 2 32 
3 6 6 19 31 
4 6 13 12 31 
59 (46%) 33 (26%) 36 (28%) 128 
5 3 18 9 30 
62 (40%) 51 (32%) 45 (28%) 158 


Because of the present general structure of 
our courses in multiples of three semester 
hours, there is a one-hour discrepancy be- 
tween the Optimum Course Schedule and 
the University requirements. At the end of 
the Fourth year, the student has met the 
requirements for the Bachelor of Business 
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Administration degree. Completion of the 
Fifth year as outlined above warrants the 
professional Bachelor of Accountancy de. 
gree. 

The Optimum Course Schedule for the 
first four years is in general agreement with 
the Standards Rating Committee of the 
AAA: 


Optimum Standards 
Course Rating 
Schedule Committee 
Non-business studies.... . . 416% 50% 
Accounting studies... 26% 25% 
General business studies. . . 28% 25% 


Including the Fifth year, about 32% of 
the entire professional education program 
is devoted to accounting studies. This al- 
location, too, agrees with the general 
thinking of the Committee on Curriculum 
of the Texas Association of University In- 
structors in Accounting. The Committee 
believes a minimum of 50 semester hours of 
accounting courses is desirable, whereas 
the above schedule proposes 51. 

The Optimum Course Schedule is an at- 
tempt to offer the student maximum 
breadth and depth of useful education 
within the present purview of University 
requirements. Based on those current re- 
quirements, it is apparent that a 6-year 
educational program would be highly de- 
sirable. A cursory analysis will reveal that 
there are desirable courses proposed as 
electives which cannot be included within 
the five years because of time limitations. 
However, because the Bachelor of Ac 
countancy program is envisioned as al 
evolutionary one, it would seem that the 
five-year program can gradually be made 
even more fruitful. 

The proposed five-year curriculum en- 
tails some possible innovations. 


1. Methods of Processing Data is a new course 
for all practical purposes. Critical analysis 
appears to indicate that professional ac 
countants should have a better insight into 
the methods of processing both accounting 
and non-accounting data. They should have 
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a broader undérstahding of sources of data; 
the nature of the processing operations of 
dassifying, sorting, calculating, summariz- 
ing, recording, and communicating; the 
ways of accomplishing those operations— 
manually, mechanically, electro-mechan- 
ically, by punched cards, and electronically 
—ineluding rudiments of procedures analy- 
sis. So far as electronic data processing is 
concerned, the appropriate aim at this time 
would seem to be (a) learning what the 
“hardware” will do, and (b) learning what 
it will not do. The three key factors of 
speed, accuracy, and economy in the choice 
of methods of processing data will be em- 
phasized. 


. A professional person should be expected to 


have high ethical standards of conduct, re- 
gardless of whether he is in public, private, 
or governmental accounting. Therefore, a 
course in ethics is proposed which will in- 
clude religious and social ethics, as well as 
professional ethics, to climax the study of 
ethics in previous course work. 


. No specialization within professional ac- 


countancy is proposed in the Optimum 
Course Schedule. It is believed that the 
fundamentals are basically the same wheth- 
er the student’s initial objective is private, 
governmental, or public accounting. As in 
law and medicine, for example, specializa- 
tion should come after graduation. How- 
ever, if a student knows which of the three 
fields of professional accounting (govern- 
mental, public, or private) he will enter 
upon graduation, he may select a course 
from the Group B electives which he be- 
lieves will benefit him most. For example, 
Governmental and Institutional Account- 
ing may be taken in lieu of Advanced 
Federal Taxation. Other possible substitu- 
tions might be Public Auditing, or Control- 
lership. 


. An Internship program is essential and may 


be provided at a minimum of three places 
in the proposal. 

a. During the Fourth year between the 
middle of December and early Feb- 
ruary. 

b. During the summef between the 
Fourth and Fifth years. 

c. During the Fifth year between the 
middle of December and early Feb- 
ruary. 

Of course, special arrangements will ordi- 
narily be necessary to enable a student to 
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be away from the University from the mid- 
dle of December to early February. The 
Commission on Standards of Education 
and Experience for Certified Public Ac- 
countants suggested an internship of about 
three months, generally during December- 
April. Thérein lies a potent argument for 
the Quarter System. The Semester Plan 
presents formidable problems for many in- 
stitutions, particularly where a student is 
enrolled in nen-accounting or non-business 
courses concufrently with accounting 
courses. It would seem that the summer pe- 
riod might be quite satisfactory as an in- 
ternship period in private, or governmental 
accounting. Moreover, there is some evi- 
dence to believe that public, private, and 
governmental accounting might make a 
more determined effort to utilize fourth and 
fifth year accouting students on a part-time 
basis. 


. The professional program is expected to be 


even more rigorous than at present. Written 
and oral expression are to be emphasized 
more in course work, over and above prob- 
lem-solving. Analytical thinking, clear writ- 
ten and oral communication can be antici- 
pated through more thought-provoking 
questions afid cases. Perhaps more use 
might advantageously be made of term re- 
ports by students. 


. The Bachelor of Accountancy program 


complects well with existing degree plans. 
The first four years result in the customary 
B.B.A. degree. At that point, the student 
may elect to pursue the professional route 
—to the B.Acc. degree—or the conven- 
tional route to the M.B.A. degree. Con- 
ceivably, if a student takes his fifth year’s 
work for graduate credit, he can first earn 
his B.Acc. dégree, then complete the re- 
maining few courses required of all M.B.A. 
candidates, thus achieving a Master of 
Business Administration degree. The Com- 
mittee on Curriculum of the Texas Associa- 
tion of University Instructors in Accounting 
has proposed that “those students who 
complete the five-year professional program 
together with a minimum of six months in- 
ternship and who submit satisfactory writ- 
ten and oral evidence of accounting com- 
petency, .. . may be awarded the Master in 
Proféssional Accounting, Master ih Ac- 
countancy, or other comparable degree.” 
Of Course, for those who qualify, thé Doc- 
tor of Business Administration, or Doctor of 
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Philsophy degree lies directly ahead. The 
proposals may be viewed in this way: 


B.B.A. 
| whi 
M.Ace. 
D.B.A. 
or 
Ph.D. 


7. Those institutions, which are limited to a 
4-year program, may find this proposal 
helpful in enabling their students, after 
graduation, to attain the professional 
B.Acc. degree in minimum time. A more re- 
warding undergraduate program, as well as 
less course work to complete the require- 
ments for the professional degree, should be 
the result. 


Why is a Bachelor’s degree rather than a 
graduate degree offered for the five-year 
program? The Bachelor’s degree seems 
more appropriate because: 

1. Precedent already has been set in such dis- 
ciplines as law, architecture, and engineer- 
ing. 

2. The AACSB, in its standards for member- 
ship, recognizes the Bachelor of Laws degree 
as a “professional degree.” 


Why was the term “accountancy” 
chosen for the degree? Accountancy has 
the broader connotation; accountancy is 
the accountant’s art or occupation. 

What makes the proposal a professional 
program? So far as a University can pro- 
vide them, the proposed program meets 
the characteristics of a profession deline- 
ated by the Commission on Standards of 
Education and Experience for Certified 
Public Accountants as follows: 


1. It provides a common core of specialized 
knowledge that all professional accountants 
should possess. 

2. It provides a recognized formal educational 
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process for acquiring the requisite knowl- 
edge. 

3. The special aptitude and achievement tests 
specified by the Department of Accounting 
assist in providing a standard of profes- 
sional qualifications governing admission to 
professional accountancy. 

4. Certain courses, such as Ethics, for ex. 
ample, help establish standards of profes- 
sional conduct. 

5. Status is recognized institutionally by the 
granting of the professional degree, Bache- 
lor of Accountancy. 

6. Interwoven in many of the courses is an ac- 
ceptance of the social responsibility inher- 
ent in professional accountancy. 

7. Social obligations of professional account- 
ants are indicated in various courses. How- 
ever, advancement of those obligations 
seemingly must rest with the professional 
organizations themselves. 


If five-year educational programs for 
professional accountancy are to succeed, 
all professional accountants (both indi- 
vidually and collectively) in private, 
governmental, and public accounting will 
need to urge students, as well as colleges 
and universities, to undertake the pro- 
gram. It is very unlikely that passive co- 
operation will assure success. Here is an 
unparalleled opportunity for professional 
accountants to help themselves as well as 
work more closely than ever before with 
educational institutions which have been 
striving to give them the caliber of person- 
nel they desire. 

Presented here, then, is a forward-look- 
ing proposal to help advance the profession 
of accountancy. It is evolutionary. It is ad- 
mittedly not ideal. However, it should pro- 
vide a solid foundation for planning. A 
specific program of professional education 
is offered. Much of the reasoning under- 
lying the choice of courses, the degree it- 
self, and some of the problems are indi- 
cated. The profession of accountancy 
stands at the threshold of another great 
forward step in advancement. That step 
should be taken now. 
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PROOF OF SURPLUS ACCRUING TO A HOLDING 
COMPANY WHEN THE INVESTMENT IN A 


SUBSIDIARY IS CARRIED AT COST 


W. E. KARRENBROCK 
Associate Professor, University of California, Los Angeles 


parent company as presented here 
deals with two types of problems: 
(1) the parent company owns a controlling 
interest in a subsidiary company for a por- 
tion of a year and the subsidiary owns no 
stock of the parent, and (2) the parent 
company owns a controlling interest in a 
subsidiary company for a portion of a 
year and the subsidiary company owns a 
portion of the stock of the parent company 
for a greater portion of the same year. 
When the cost method of carrying the 
investment account is used, the invest- 
ment account remains unaffected by prof- 
its, losses, and dividends of the subsidiary. 
While increases and decreases in subsidiary 
net worth! as a result of profits and losses 
are disregarded on the books of the parent, 
the declaration of a dividend by a sub- 
sidiary is recorded on the books of the 
parent company by a debit to Dividends 
Receivable and a credit to Dividend In- 
come or Earned Surplus. Receipt of the 
dividend from the subsidiary results in a 
debit to Cash and a credit to Dividends 
Receivable. 


T= proof of surplus accruing to the 


Surplus Accruing When There Is No 
Mutual Holding 


The use of the cost method and the 
preparation of the consolidated balance 
sheet subsequent to the acquisition of con- 
trol are illustrated in the example that 
follows: 

Company P acquires 80 per cent of the 
stock of Company S for $105,000 on 
April 1, 1, 1957; capital stock of Company S 


“Net worth” as used here means the same as “‘capi- 
tal” or “proprietorship.” 
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is $100,000 and surplus? was $20,000 on 
January 1, 1957. During the 1957 year 
Company S showed a net income, after all 
taxes, of $24,000 which was earned pro- 
portionately throughout the year and de- 
clared a dividend of $10,000 on December 
5, 1957. The surplus of Company P was 
$62,000 on January 1, 1957; Company P 
had an operating profit of $15,000 for the 
year and declared no dividend. 

Entries on the books of the parent re- 
sulting from ownership of the stock of 
Company S, using the cost method of 
carrying the investment account, would be 
shown as given at top of the next page. 
Using the cost method of carrying the in- 
vestment account, consolidated working 
papers would be prepared as given at the 
bottom of the next page. 

When the cost method is used, the par- 
ent company does not recognize the net 
change that has taken place in its equity 
in the subsidiary until a consolidated bal- 
ance sheet is prepared and then only on the 
consolidated statement. Subsidiary earn- 
ings have been recognized only to the ex- 
tent that these have been distributed by 
the subsidiary as dividends. When the con- 
solidated balance sheet is prepared, the 
net change in the net worth of the subsid- 
iary since the date of acquisition is recog- 
nized. 

In preparing working papers, elimina- 
tions are made exactly as they would be 
made at the date of acquisition. Elimina- 
tion of the share of subsidiary surplus 
originally acquired by the parent leaves a 


2 “Surp lus,” unless otherwise indicated, is used to 
‘earned surplus” or “retained earnings.” 
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TRANSACTION 


COST METHOD IN CARRYING 
INVESTMENT ACCOUNT 


June 30: 
Announcement by Company S of profit of $12,000 
for six-month peri 


No entry. 


December 5: 
Declaration of dividend by Company S of $10,000. 


Dividend Receivable.............. 
Dividend Income (or Surplus) 


December 20: 
Payment of dividend by Company S. 


December 31: 
Announcement by Company S of profit of $12,000 
for the last six-month period. 


No entry. 


subsidiary surplus balance representing 
the minority’s interest in surplus plus the 
change in the parent’s equity since the date 
of acquisition. In the example, Company S 
surplus on January 1, 1957 was $20,000; 
on April 1, 1957, Company S surplus was 
$26,000 because $6,000 of the 1957 profit 
had been earned to this date. Elimination 
of $20,800, the parent’s share of subsidiary 


surplus accumulated prior to purchase, 
leaves a balance of $13,200 to be carried to 
the consolidated balance sheet column, 
Twenty per cent of the subsidiary surplus 
of $34,000, or $6,800, is identified with the 
minority group and is extended as a minor- 
ity interest balance in the consolidated bal- 
ance sheet column. The remainder, or 
$6,400, represents the amount to be added 


COMPANY P AND SUBSIDIARY COMPANY S 
Working Papers for Consolidated Balance Sheet December 31, 1957 
Accounts Co. P Co. S C.B.S. 
Dr. Cr. 
ASSETS 
Eliminate 80% of Capital Stock.............. 80,000 
Eliminate 807 of Surplus................++. 20, 800 
Goodwill from Consolidation................. 4,200} G 
385,000 | 214,000 498 ,200 
LIABILITIES AND CAPITAL 
deca gpa 85,000 ,000} § 
Minority Interest, 20%. 20,000} M 
Eliminate 80% of $26,000* Surplus at Acquisi- 
Minority Interest, 20% of $34,000*........... 6,800 | M 
Surplus Increase Accruing to Parent Since Ac- 
385,000 | 214,000 | 100,800 | 100,800 | 498,200 
* January 1 balance of $20,000 plus 3/12 of $24,000 4 Jan 1 balance of $20,000 plus $24,000 profit 


profit. 


and minus $10,000 dividend. 


| 
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Consolidations 


COMPANY P AND SUBSIDIARY COMPANY S 
i alance Sheet 


Consolidated B 
December 31, 1957 
Goodwill from Consolidation.................. 4, Minority Interest 26,800 
Canigal Stock. 100,000 
$498 , 200 $498 , 200 


to the parent company’s surplus; this 
figure is 80 per cent of the surplus added 
by the subsidiary since acquisition 
($34,000 — $26,000). The subsidiary sur- 
plus of $34,000, therefore, is considered to 
represent the following: (1) $20,800, the 
surplus originally acquired by the parent 
company ; (2) $6,800, the minority interest 
in surplus; and (3) $6,400, the increase in 
thesubsidiary’s surplus accruing to the par- 
ent company since the stock was acquired. 

The parent increased its surplus by 
$8,000 during the year upon the receipt of 
dividends from the subsidiary. The parent 
now recognizes on the consolidated bal- 
ance sheet an additional $6,400 surplus in- 
crease as a result of the change in subsid- 
iary surplus for the year. Surplus of the 
parent company, then, reflects a total in- 
crease of $14,400, or 80 per cent of subsid- 
iary earnings of $18,000 (9/12 of $24,000), 
for purposes of the consolidated balance 
sheet. 

A consolidated balance sheet prepared 
from the working papers just illustrated 
would be as tabulated above. 


Proof of Surplus Accruing When There Is 
No Mutual Holding 


The surplus accruing to parent, $6,400, 
may be proved in the two ways tabulated 
below. 

A third method of proving the $6,400 
surplus accruing to parent, is to prepare a 
solution for the same problem using the 
equity method. The above consolidated 
balance sheet prepared from the working 
papers by the cost method shows a total 
consolidated earned surplus of $91,400 
($85,000 surplus as per the books of Co. P 
plus $6,400 surplus accruing). The same 
earned surplus of $91,400 must be ob- 
tained on the working papers by the equity 
method. 

Under the equity method, subsidiary 
profits, losses, and dividends are cur- 
rently recognized on the books of the par- 
ent company by charges or credits to the 
investment account. Subsidiary capital on 
the date of the consolidated balance sheet 
is then eliminated against the investment 
balance. 


Surplus of Co. S on daté of acquisition, April 1, 1957... 26 ,000 
Net increase after dividend declaration of $10,000. .... $ 8,000 

Surplus Increase Accruing to Parent Since Acquisition. $ 6,400 

(2) Total gross earnings during the time stock of Co. S was owned by Co. H (9/12 of $24 — ea tee $18,000 
Deduct—Dividends declared during period of ownership. 10,000 


Surplus Increase Accruing to Parent Since Acquisition. . . 
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Surplus Accruing to Parent When There Is 
Mutual Holding 


In corporate affiliations, it is often 
found that a company holds a controlling 
interest in a subsidiary while the subsidi- 
ary in turn holds a part of the stock of the 
parent company. When there are such 
mutual holdings, the surplus change of the 
parent for any period depends upon the 
surplus change of the subsidiary, while the 
surplus change of the subsidiary is like- 
wise affected by the surplus change of the 
parent. 

Purchase of stock resulting in mutual 
holdings may take place within the fiscal 
period. Where this is the case, profits are 
computed on the mutual basis only for the 
portion of the period during which the re- 
ciprocal ownership existed. To illustrate, 
assume the following: 

On June 1, 1957, Co. P acquired 900 
shares (90 per cent) of Co. S stock for 
$140,000. On April 1, 1957, Co. S ac- 
quired 200 shares (20 per cent) of Co. P 
stock for $30,000. Surplus changes for the 
two companies during 1957 are as follows: 


related company minus own dividends de. 
clared. Company P’s surplus consists of its 
balance as per the books, by the cost 
method, plus 90 per cent of the increase in 
Company S’s surplus since June 1, 1957, 

P, then, = $51,700+ .9(S — $44,600). 

The $51,700 is the sum of: January 1 
balance of $12,000, plus the 1957 operating 
profit of $48,000, plus $29,700 (90% of 
of $33,000) dividend of Company S; minus 
the December, 1957 dividend of $38,000 
declared by Company P. 

The $44,600 is the surplus of Company 
S on the date of acquisition by Company 
P. It is the sum of: January 1 balance of 
$18,000, plus $25,000 operating profit to 
June 1, plus $1,600 [20% of (2/12 of 
$48,000)] profit earned in Company P 
from April 1 to June 1. 

Company S acquired Company P stock 
on April 1 when Company P’s surplus was 
$24,000 [$12,000+-(3/12$48,000)]. 

S, then, = $52,600+ .2(P — $24,000). 

The $52,600 is the sum of: January 1 
balance of $18,000, plus operating profit of 
$60,000, plus $7,600 (20% of $38,000) div- 


Co. P Co. 
Profit from own operations—carned uniformly during the year................... ,000 i 
$60,000 $78,000 
Deduct—Dividends declared in 38,000 3, 
Surplus balances, December 31 before recognizing either profits or dividends ....... $22,000 $45,000 


The above surplus data do not include 
profits that would be taken up by the 
equity method and do not include the 
dividends taken up by each when the cost 
method is used. 

The surplus of Company S, for the pur- 
pose of computing the minority interest in 
this company, is calculated at the end of 
1957 as follows: 

Let P and S represent total surplus bal- 
ances of Companies P and S respectively. 
These surplus balances include their be- 
ginning balances, their own operating 
profits plus dividends taken up from the 


idend of Company P; minus the Decem- 
ber dividend of $33,000 declared by Com- 
pany S. 

The $24,000 is the surplus of Company 
P on the date of acquisition by Company 
S. It is the sum of: January 1 balance of 
$12,000, plus $12,000 operating profit to 
April 1. 

To solve for P: 

P = $51,700+ .9($52,600+ .2 P — $4,800 

— $44,600) 
P =$51,700+ $47,340+.18P — $4,320 
— $40,140 
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$2P = $54,580 paragraphs to present a method for prov- 
P=$66,560.98 ing this figure mathematically. The 

‘ method presented will make it possible to 

To solve for S: determine the $6,348.78 without preparing 


$=$52,600-+.2($51,700+-.9S—$40,140 Working papers by either the cost or the 
equity method. 


— $24,000) In the mathematical proof the following 
S$ =$52,600+ $10,340+ .185 — $8,028 symbols will be used: 
— $4,800 I,=Co. P’s per cent interest in Co. S. 
825 = $50,112 I,= Co. S’s per cent interest in Co. P. 
S= $61,112.20 Py=Co. P’s surplus on date of acquisition 
Assuming use of the cost method, in- by Co. S, April 1, 1957. 
vestment and surplus changes would be as So= Co. S’s surplus on date of acquisition 
follows: by Co. P, June 1, 1957. 


WHEN COST METHOD IS USED 


INVESTMENT AND SURPLUS CHANGES Company P Books Company S Books 


Investment Surplus |Investment| Surplus 
in Co. S Co. P in Co. P Co. S 


April 1, 1957: Purchase by Co. S of 200 shares of Co. P 
12,000 30,000 18,000 
June 1, 1957: Purchase by Co. P of 900 shares of Co. S$ 
140,000 12,000 30,000 18,000 
December 31, 1957: 
140,000 60,000 30,000 78,000 
December, 1957: 
Dividends declared Co. S, $33,000................. +29,700 — 33,000 
Dividends declared Co. P, $38,000................ — 38,000 + 7,600 
140,000 51,700 30,000 52,600 
Working papers using the cost method P,=Co. P’s surplus on date of statement 
would be prepared as tabulated on top of consolidation, December 31, 1957. 
hext page. Si=Co. S’s surplus on date of statement 


consolidation, December 31, 1957. 

Proof of Surplus A coruing to Parent When The increase in the surplus of the sub- 
There Is Mutual Holding sidiary from the date of acquisition of 

In the above working papers for a mu-_ stock by the parent to the date of state- 
tual holding problem, the $6,348.78 of net ment consolidation is (S:—S») of which 
surplus increase accruing to Co. P since the parent company would take up /,; 
acquisition was determined as a “plug” therefore, (S,:—S))J, is the amount of sur- 
figure in order to make the working papers plus accruing to the parent from the sub- 
balance. It is the purpose of the following _ sidiary. 
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COMPANY P AND SUBSIDIARY COMPANY S T 
Working Papers for Consolidated Balance Sheet 
December 31, 1957 (Si- 
Eliminations 
Co. P Co. S C.B.S. 
Dr. Cr 0 
Assets 
Investment in Co. S stock.................. 140,000 
Eliminate 90% of Capital Stock........... 90 ,000 
Eliminate 90% of Surplus.............. 40,140 
Goodwill from Consolidation... .. bad 9,860.00] 
Investment in Co. P Stock................. 30,000 T 
Eliminate 20% of Capital Stock........... 20,000 
Eliminate 20% of Surplus................ 4,800 
Goodwill from Consolidation.............. 5,200.00} G 
390,000 | 230,000 465 ,060.00 c 
LIABILITIES AND CAPITAL 
51,700 
Eliminate 20% of $24,000 Surplus on April Py: 
Minority Interest, 10%.................. 10,000.00} M Py: 
Eliminate 90% of $44,600 
40,140 
Minority Interest 10% of $61,112.20, Sur- Py 
plus as calculated by equations.......... 6,111.22} M 
Net Surplus Increase Accruing to Co. P since 
390,000 | 230,000 | 154,940 | 154,940 | 465,060.00 Py 
Su 
Since the subsidiary’s interest in the (Si—So)(Ipl.)(IpI.) equals cre 


parent is J,, therefore J, of (Si—So)I or 
(S:—S»)I,I, is the amount of the subsidi- 
ary’s income accruing to the parent and 
then accruing back to the subsidiary, leav- 
ing the parent an income accrual of 


or 
However, J, of this (Si—S»)I,J, that 
accrues back to the subsidiary, or, J, 


[(S:—S»)Z,I.] again accrues to the parent 
and then again J, of 


or, (Si—So) (Tale) 


accrues back to the subsidiary. The differ- 
ence between and 


(Si— So) (Ip—I pls) Ip, 


At this point we recognize that the 
amount that accrues to the parent is: 


(Si—So)(Ip—Ipl.) + (Si—S0) (Ip— Ip.) I pl. 


Because of the continuing accrual of in- 
come back and forth between the parent 
and the subsidiary the formula becomes: 


(Si—So) Ip —Ipl.) +(S1—So) Ip 
+(Si1— So) I pls) (I pls)? 
+ + 
+ (Si—So)(Zp—I pl.) 


| 
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Then, Similarly the increase in the surplus of 
y the parent from the date of acquisition of 
(S:- So) (Zp— Tol.) [1+ + stock by the subsidiary to the date of 


+(Ipl.)*]. statement consolidation will produce in- 
come of the following amount that accrues 


Or, to the subsidiary. 
1 1 
Therefore, the net accrual to the parent is: 
1 
11 — So) pl.) —(Pi— Po) pl 
[(Si— So) ( )—(Pi- Po)( 
Or, 
(Si—So)(Ip—I pls) —(Pi— Po) (1.—I pl.) 
i—I,I, 
I,=90% I,= 20% 
Py=$12,000+ (3/12 of $48,000) So== $18,000+-(5/12 of $60,000) 
+20% (2/12 of $48,000) 
Py= $24,000 So= $18,000+ $25,000+ $1,600 
So= $44,600 


P,= [$12,000-+$48,000+ (90% of $33,000) } Sim of $38,000) 


P= ($12,000+$48,000+ $29,700) — $38,000 =($18,000-+$60,000+- $7,600) — $33,000 
P,=$51,700 Si = $52,600 


Substituting these values in the formula derived above, we can compute the surplus in- 
crease accruing to the parent as follows: 


((Si— So) —(Pi— Po)(Ie—I pl.) ] 


1—I,I, 
_ ($52,600— $44,600) [90% — (90% of 207%) ]— ($51,700 — $24,000) [20% — (90% of 20%) | 
1—(90% of 20%) 


_ [$8,000(90% — 18%) ] — [$27,700(20% — 18%) ] 
1—.18 

_ ($8,000 x 727%) — ($27,700 X 27) 

82 

_ $5,760—$554 

= $6,348.78. 


' 
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The surplus accruing to the parent com- 
pany under mutual holdings may also be 
proved by using the equity method. How- 
ever, since it is not the purpose of this 
paper to explore the techniques of equity 
method, this proof will not be illustrated. 


The above demonstration and explana. 
tions show that there is an independent 
proof of surplus accruing to parent in a 
mutual holding problem. It is independent 
because a comparison with the same re. 
sults by the equity method is not necessary, 
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GREATER RECOGNITION IS NEEDED OF APPLI- 
CABLE PRINCIPLES IN GOVERNMENTAL 
AND INSTITUTIONAL ACCOUNTING 


LLoyp Morey 
Professor (Emeritus), University of Illinois 


mendous increase in research and 
writing in accounting, and in studies 
and publications by committees and pro- 
fessional organizations. The efforts of the 
latter have been devoted almost entirely 
to the problems of business enterprises 
privately-owned and conducted with a 
profit objective. It is but natural that the 
interests of practicing accountants should 
be primarily in this area, as their activities 
and income are principally from that 
source. It thus follows that the interest of 
teachers of accountancy and of their stu- 
dents also lie heavily in these directions. 
Yet governmental and other nonprofit 
operations account for at least a third of 
the national income. The accounting prob- 
lems are as diverse and in many respects 
more complex than those of even the larg- 
est private business enterprises. The inter- 
est of the entire public is involved in them, 
and not merely that of owners or investors. 
These subjects have had active atten- 
tion and great progress has been brought 
about in them in the past three decades. 
In fact it can be said that in two fields, 
municipalities and colleges, the applicable 
principles and standards have been more 
definitely codified than in private business, 
and widely applied and accepted in each 
instance. In both of these cases all profes- 
sional accounting associations actively 
participated through individual or com- 
mittee representation.’ 
The acceptance of these principles is in- 
dicated by the preponderance of munici- 


Ton HAS BEEN in recent years a tre- 


_' For municipalities: Municipal Accounting and Au- 
one, Municipal Finance Officers Association, Chicago, 


For “yy and universities: College and University 
Business Administration, Vol. 1, American Council on 
Education, Washington, 1952. 


palities and educational institutions whose 
accounting officers, many of them CPA’s, 
have applied them in their accounts and 
reports, and by the large number of ac- 
counting firms, including many national 
firms, which have indicated their accept- 
ance in audit reports and certificates. 

Evidence of the extent of this accept- 
ance is found in the following selected 
references: 


“Accounting procedures based upon principles 
and standards developed by this committee. . . 
are now generally used by most of the municipali- 
ties in the United States and Canada.” 


“The accountant should report on the financial 
statements of a nonprofit organization as being 
fairly presented in accordance with generally ac- 
cepted accounting principles, if such statements 
accord with the pronouncements of an authorita- 
tive group that has made a thoroughgoing study 
of the accounting purposes of that particular 
type of enterprise. . .. Accounting principles for 
colleges and universities were formulated by ex- 
perience and reason and have been made a part 
of the literature by the National Committee on 
the Preparation of a Manual on College and Uni- 
versity Business Administration of the American 
Council on Education in Books I and II of Col- 
lege and University Business Administration. Ac- 
cordingly, accounting principles underlying the 
financial statements of educational institutions 
are sufficiently crystallized, in my opinion, to 
warrant dropping any reference in the account- 
ant’s short-form report to their applicability to 
such institutions.’ 


In spite of these facts professional ac- 
counting associations have not officially 
recognized the work done in these fields, 
nor the fact that principles have been au- 
thoritatively developed and sufficiently 

2 A. A. Weinberg, “A Half Century of Constructive 
Service in Public Finance Administration,’’ Municipal 
Finance Officers Assn., Chicago, 1956, p. 3. 

§ John W. , “Presentation of Special Re- 


ports,” The Journal of Accountancy, New York, Febru- 
ary, 1957, p. 36. 
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applied to make them “generally ac- 
cepted.” 

Statement No. 28 of the Committee on 
Auditing Procedure of the American Insti- 
tute of Certified Public Accountants‘ 
represents some progress on the subject of 
dealing with audits of nonprofit activities. 
However, it falls materially short of being 
a correct or adequate treatment and dis- 
position of this important matter. Para- 
graph 1 states that in dealing with areas 
outside of “corporate business enterprises 
organized for profit” the auditor “has had 
little besides his own experience and judge- 
ment to guide him.” This statement is in- 
correct, particularly as to municipalities 
and colleges, and to a certain degree hospi- 
tals. In the case of the first two, the im- 
portant items of the literature consist of re- 
ports from competent and representative 
national committees, in both of which 
committees or representatives of profes- 
sional accounting associations actively 
participated. In each instance there is a 
substantial body of “authoritative litera- 
ture and accepted practice” (using a 
phrase from par. 11) to which any auditor 
can turn for guidance. 

In the same paragraph, the statement 
that “the profession has not clarified the 
applicability of generally accepted audit- 
ing standards in such circumstances” is 
correct if it means professional accounting 
organizations have not so done. Actually, 
professional attention has been given to 
the two areas mentioned. It is my conten- 
tion that confirming action by professional 
bodies is justified and overdue and should 
be taken. To my mind Statement 28 does 
not accomplish this highly desirable ob- 
jective. 

Paragraph 2 implies that different forms 
of opinion than those commonly followed 
in enterprises for profit may be necessary 
on occasion or perhaps generally in non- 
profit undertakings. This also is a ques- 


4 AICPA, New York, October, 1957. 
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tionable assumption on so general a basis! 
The very use of the words “special reports” 
implies that these are outside the ken of 
generally accepted accounting practice. 
This is correct only in that they call for the 
application of certain accounting principles 
differing from those applicable to private 
business. They are not thereby made less 
needful of the application of adequate ay. 
diting procedures and opinions. 

Paragraph 11 is the most significant 
part of the Statement. Here it is stated 
that “in many cases... principles... 
have not been as clearly defined as (in) .., 
enterprises organized for profit.” This is 
far too sweeping a statement, and def- 
nitely incorrect as to municipalities and 
colleges. In these fields, as can readily be 
substantiated, applicable principles have 
been authoritatively defined and ate 
widely enough followed to make them the 
generally accepted standards. 

The remainder of paragraph 11 places 
responsibility on the individual auditor as 
to whether he “believes generally accepted 
accounting principles have been clearly de- 
fined... .” If he “believes generally ac- 
cepted accounting principles have not 
been clearly defined,” he is to follow other 
procedures and refrain from expressing the 
usual opinions of compliance with gen- 
erally accepted accounting principles (as I 
interpret the Statement). This position 
seems to me to go far beyond the freedom 
given the individual auditor in the area 
of business conducted for profit. Such at- 
tonomy opens the way for widely varying 
and strictly personal or “firm” opinions on 
standards established and followed in the 
area involved or in the specific institution 
or agency. It withholds recognition or sup- 
port for the important developments and 
stage of progress in those fields mentioned, 
and throws them all together into the gen- 
eral category of undeveloped or uncertain 
areas, with great injustice to those not de- 


5 See the author’s letter to Editor, Journal of Ae 
countancy, March, 1958, pp. 21-24. 
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serving such treatment. It gives unde- 
served comfort to that minority who are 
unwilling to accept and follow the guides 
authoritatively established and widely fol- 
lowed, and seek to introduce unproven 
yariations from such accepted standards. 

The AICPA Committee on Accounting 
Procedure in 1953 (ARB No. 43) recog- 
nized for the first time that the studies and 
publications of the Institute thus far had 
dealt with principles for profit-seeking pri- 
vately owned enterprises, some of which 
did not apply to other types of activities. 
This represented some progress. The Com- 
mittee on Auditing Procedure in Statement 
28 had the opportunity of recognizing that 
in certain of these areas, at least, appropri- 
ate principles have been developed and are 
sufficiently established in practice to war- 
rant their recognition. This it unfortunately 
failed to do, thus leaving these fields and 
the institutions as well as the officers and 
auditors working in them, without profes- 
sional support of the authoritative work 
that has taken place and which they are 
endeavoring to follow. For these reasons, I 
feel that Statement 28, while making some 
constructive observations (though some 
erroneous) on these matters, fails to supply 
adequately the guidance needed in the 
areas covered. 

Through the joint efforts of the Hoover 
Commission, committees of accountants, 
and government departments, great 
strides are being made in accounting in the 
greatest business enterprise in the world, 
the Federal government. The American 
Institute has actively supported, before 
Congressional Committees, and in publica- 
tions, recommended improvements in Fed- 
eral accounting. The effort in this respect, 
even though commendable, is not matched 
by similar interest or effort in accounting 
of the great body of state and local govern- 
ments and of nonprofit institutions. Many 
state societies have been active in these 
matters and individual accountants have 
served in substantial numbers in account- 


Governmental Accounting 471 


ing positions in governmental agencies and 
in institutions. But national professional 
bodies, from whom leadership in estab- 
lishing principles should come, have not 
been equally attentive to these obligations. 

There is need and opportunity for 
greater interest in and attention to the 
field of nonprofit activities, and particu- 
larly for more definite recognition of the 
important work done in this great area. 
There is need for a more positive pro- 
nouncement and identification of the ap- 
plicable principles so that these principles 
will be recognized and accountants will 
be guided thereby. Bulletin 43 and State- 
ment 28 do acknowledge that principles 
covered in other Institute publications and 
commonly referred to as “generally ac- 
cepted accounting principles” are not 
wholly applicable to governmental and 
other nonprofit activities. What is now 
needed is the stamp of approval on the 
principles which are applicable and which 
are, as to such activities, “generally ac- 
cepted. 
Nothing contained herein is intended to 
suggest that the door is or should be closed 
to further study of principles and pro- 
cedures, or to the freedom of any indi- 
vidual or group to objectively and con- 
structively criticize or challenge former 
premises or conclusions based thereon, and 
seek improvements therein. Research 
should continue constantly to discover and 
seek means of correcting any weaknesses 
which may exist in presently accepted 
principles and methods of their applica- 
tion. This is the responsibility and op- 
portunity of the profession and its mem- 
bers. 

If the advantage and superiority of new 
ideas become proven, and are widely ac- 
cepted by individual institutions and con- 
firmed professionally, then and then only 
are they entitled to general recognition. 
Until then, those now established remain 
standard and should be so recognized by 


the profession. 
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MATHEMATICAL MODELS IN 


BUSINESS ACCOUNTING 


RICHARD MATTESSICH 
Professor, Mount Allison University, Canada 


This paper draws attention to the increasing 
use of the concept of “model” in accounting litera- 
ture. It distinguishes between economic models 
and accounting models, defines the latter, demon- 
strates the presentation of a whole accounting 
cycle in the mathematically formal way of an 
accounting model, discusses by way of a practical 
example the independent and dependent variables 
in such a system and shows how the structure of 
accounting models is graphically presentable. It 
finally gives, with the aid of some balance-sheet- 
ratios, an example of combining accounting 
models with economic models and indicates the 
application of this approach to a prospective area 
which still can be considered to be the account- 
ant’s. 

The paper, however, intends to be nothing 
more than an experiment. 


model building to Cantillon and 

Quesnay,' then accountants may well 
defend their priority right in this, at pres- 
ent highly fashionable occupation, by 
going back to their still more hoary an- 
cestors, Pacioli and Massari, or even cen- 
turies beyond them. It is, however, not a 
priority right with which we are concerned 
but the fact that model building is not at 
all a new activity. It dominates accounting 
since the first bookkeeper opened his cash 
book. The term “model” and the formal 
activity of expressing such a model by 
means of a system of simultaneous equa- 
tions are of course of more recent origin. 
As we all know it has lately come into high 
vogue in many social sciences? among 


[' ECONOMISTs trace their activity of 


1 See J. A. Schumpeter, History of Economic Analysis, 
(New York: Oxford Univ. Pr., 1954), p. 562. 
2See K. J. Arrow, “Mathematical Models in the 


Social Sciences,”in The Policy Sciences (ed. by D. Lerner 
and H. D. Lasswell; Stanford: Stanford Univ. Pr., 
1951), pp. 129-154. 
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which economics seems to be an especially 
fertile soil. 

We cannot deny that this conscious and 
systematic application of mathematical 
models to certain branches of economic 
science opened new paths and perspec- 
tives, not without enriching our insight 
into many a problem. It therefore seems to 
be comprehensible if accountants, too, try 
to dabble and experiment in this appar- 
ently promising field. Indeed, the term 
“‘model” also has recently found increasing 
application in accounting literature.* In 
spite, or perhaps just because, of this some 
clarification on accounting models and 
their relations to economic models seems to 
be justified. 

Allen writes for instance: “The whole 
structure of accounting is an economic 
model,”’* while K. Boulding says with re- 
gard to the requirements of an economic 
model: “Mere classification, however, is 
not enough. We want to know not only 

* “Often thought as ee confined to investigations 
in mathematical and developed sciences, models are 
essential to systematic work in any field dealing with 
complex problems involving relations between facts and 
objectives. Business or governmental budgets, system 
of accounts, audit working papers, more or less suitably 
adapted to particular situations, are models indis- 
pensable to orderly solutions of complex problems,” 
E. L. Kohler, A Dictionary for Accountants (New 
York: Prentice-Hall, 1952) pp. 272. 

See also e.g.: M. Allais, Les fondements comptables de 
la macro-économique (Paris: Presses Universitaires de 
France, 1954), pp. 9, 10, 82, 83; Ch. B. Allen “Intro- 
duction to Model Building on Account Data,” N.A.C.A. 
Bulletin, June 1955, Section 1, pp. 1320-1333; F. S$. 
Bray, Four Essays im Accounting Theory (London: 
Oxford Univ. Pr., 1953), p. 62; Idem, The Inter pretation 
of Accounis (London: ord Univ. Pr., 1957), pp 
107-111; Ernest H. Weinwurm “Improving Accounting 
Measures for Management: The Concept of Homo- 
geneity in Accounting Data,” Accounting Research, 
July 1957, p. 264. 

*C. B. Allen, Joc. cit., pp. 1320-21 (our italics). 
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what’? but ‘why’ and ‘how.’ It is not 
enough to have a good system of defini- 
tions, even a good system of accounts and 
measurements. We also want to know 
something about the causal factors in- 
volved in economic systems. . . . The con- 
struction of economic ‘models’ is an at- 
tempt to give some answers to the question 
of the determinants of the economic sys- 
tem—some answer that is, to the ‘why and 
how’ questions.’ Obviously the models 
which Allen presents in his paper do not 
live up to Boulding’s request of telling us 
something “about the causal factors”; 
they are based merely on definitional equa- 
tions and lack any behavior equations*® 
which according to Boulding would be an 
indispensable element for an economic 
model. From the purely mathematical 
standpoint, however, one can hardly deny 
to Allen’s equation system the name of 
model. We therefore suggest a distinction 
between pure accounting models (those 
which are based on definitional equations 
only) and economic models in the sense of 
Boulding’s exposition. Accounting models, 
though consisting merely of identities, 
have important analytic functions and can 
also be incorporated into economic models, 
as we shall demonstrate herein. 

We may regard an accounting model as 
a set of simultaneous definitional equations 
which are based on flows and their sys- 
tems.’ 


*K. Boulding, Economic Analysis, 3rd ed. (New 
York: Harper, 1955), p. 287. 

*Boulding distinguishes only between identities 
(=definitional equations) and behavior equations (in 
the broad sense), op. cit., pp. 288-89, while other 
authors specify between definitional, technological, in- 
stitutional, and behavior equations (in the narrower 
sense), see for instance L. Klein, Econometrics (Evans- 
ton: Row-Peterson, 1953), pp. 4, 5, 10, 15, etc. See also 
C, F. Christ, “On Econometric Models of the U. S. 
Economy” in Income & Wealth, Series VI (London: 
Bowes & Bowes, 1957); p. 2; and E. F. Beach, Economic 
Models (New York: Wiley, 1957), p. 31; the latter work 
is an introductory exposition of economic and econo- 
metric models and can be best recommended to ac- 
countants—even to those with only elementary mathe- 
matical knowledge—who are interested to gain greater 
insight into this important field. 
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To illustrate this we have construed a 
comparatively simple balance sheet at the 
beginning of an arbitrary accounting pe- 
riod M. This balance sheet can easily be 
converted into a set of equations (1-12). 
Another corresponding set of equations 
represents the balance sheet at the end of 
period M (13-24). To connect these two 
sets we need a third set of equations (25- 
40) which reflects the changes during the 
period M and thereby includes the income 
statement for this period (see also graph 1). 
In an ordinary business accounting system 
such changes would be based on the indi- 
vidual entries during the period. It will, 
however, soon be obvious that such a 
model could require a few hundred or even 
thousand of variables, and although theo- 
retically possible would be of little practi- 
cal value. We have, therefore, chosen an 
example out of forecast accounting;* an 
area in which the prospects for a practical 
application of accounting models are much 
better, mainly due to the more limited 
number of variables. This limitation arises 


™ For a logical formal definition of flows and flow 
systems see our paper “Towards a General and Axio- 
matic Basis of Accountancy,’ Accounting Research, 
October 1957, pp. 328-55. 

® For the mathematical model of an ordinary ac- 
counting system the, so far independent but now 
dependent, variables representing changes Adio, 
Adin, , Gero, etc. (for our see 
25-40 and table 1 items 14-27) would have to be broken 
down into individual entries e.g. by the equations: 


Adio = eee +a™ig 
etc. 


whereby the symbols with superscripts represent the 
individual entries. The latter now constitute the inde- 


it will be obvious that 
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‘Intro- pendent variables, for we must realize that a variable is ; 
4.C.A, a only within its defined range (see also E. 

F. S. Kohler: A Dictionary for Accountants, p. 220). If we 
ondon: extend this range, variables so far considered to be 
etalion independent become dependent and new independent 
1), PP. ones emerge. Should a further extension be required 
unting e.g. to include behavior functions in such a model) 
Homo- even some or all of the individual 
search, eir independent character. The 

terms endogenous and exogenous variables might appear 
, more illuminating in this connection and may be sub- 
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out of the absence of individual entries, 
for only the net changes of the various ac- 
counts are here of any significance. Such 
changes can usually be budgeted. Once 
this has been done these net changes con- 
stitute the data for our independent varia- 
bles and the dependent variables can then 
be determined by solving all simultaneous 
equations (1-40). Our interest in this 
paper in the more general and fundamental 
mathematical formulation does not mean 
that we are suggesting the substitution of 
the traditional procedure by a purely 
mathematical. We do suggest, however, 
that our approach may provide a deeper 
insight into the foundations on which ac- 
counting rests. This, no doubt, will facili- 
tate the coordination and integration of 
accounting problems with various eco- 
nomic relations nowadays presented in a 
more rigorous mathematical form. 
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This balance sheet supplies us with the fol- 


lowing equations:’° 


2. A’ = 200 8. 300™ 
4. 122 0. 320= 31 +029 


In a similar way we may set up for the bal- 
ance sheet at the end of period M the cor- 


responding equations: 


13. A =—C 19. C = 
14. A =4;90+@200 20. 
15. 21. dno=4m+dnz 
17. 23. G400= 


We introduce next (1) the changes of the 
different accounts during the period M 
with Adio, etc. and (2) the 
income statement for the period M which 
is given at the top of the next page. 


BALANCE SHEET OF N.N, AT THE BEGINNING OF PERIOD M 


Current Assets 
Receivables ........... 
minus 
Allow. for doubtful Accts...... 
Fixed Assets 
(minus 


Current Liabilities: 
Bank Overdraft.............. 
Owners 
Earned Surplus: 
at the inning of M—1.... aan 
accumulated during M—1... Om 


stituted for the expressions dependent and independent 
variables respectively. 

Finally the condition of accounting-equilibrium, im- 
plicit in the above set of equations—supplementing 
generally the mathematical model to represent an 
ey accounting system—could be stated as fol- 
ows: 


> > + ago, etc, =0. 
taal j=l pel 


* Such substitutions are, of course, made when elec- 
tronies equipments are applied to accounting problems. 
This is another reason why accountants cannot afford 
to disregard studies of the mathematical and logical 
foundations of aceountancy. 


We have to be aware that the item de 
(expenses) includes among others the (neg- 
ative) net change of “allowance for 
doubtful accounts” Adi and the (nega- 
tive) net change of “allowance for de- 
preciation”’ Ads, provided we assume that 
transfers from “allowance for doubtful ac- 
counts” to “receivables” and from “allow- 

1 The magnitude (but not necessarily the sign of the 
algebraic symbol) of a variable representing a debit 


or debit sum will be positive, that representing 
a credit balance or credit sum will be negative. 
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Cost of Goods Sold: 
Inventory at the Beginning of M 
—Inventoryatthe Endof MZ. Gen 
Net Income for Period M................... Gus 


ance for depreciation” to “building” are 
here, in contrast to actual practice, non 
existent—the latter might, in such a 
model, be justified by the equations 27 and 
30 (see below) which ultimately compen- 
sate for all such transfers. We may there- 
fore set up a further equation (see also 
equation 40 below) 


in which dg: may be called other expenses. 
It is due to this formulation that the right 
sides of equations 27 and 30 are presented 
as differences and not as sums. 

Hence we may set up the following equa- 
tions (dividends are neglected): 


25. 33. = + Aen 

30. = 202 — 38. ds00= 

31. = +Adgu 39. 529 = — 2130 


Equation 39 could have been written 
Adigo+ds2; however the reason why 
Ado is not to be found among our varia- 
bles (see Tables 1 and 2 as well as Graph 1) 
will be obvious to anyone who is familiar 
with accounting practices on this conti- 
nent. 

In principle every pure accounting 
model can be schematically represented as 
in Graph 1.1! These “identity charts,” 


" For such a schematic illustration of a macro- 
nae model (identity chart) see M. Allais, op. cét., 
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showing the definitional equations of the 
systems, should not be confused with “flow 
charts” which are designed to illustrate 
the different accounting channels but not 
necessarily reflect the equations of the 
models. 

We now have an accounting model which 
becomes a “theory” as soon as “a segment 
of the real world has been mapped into 
it.”"* We will carry this out by including 
assumed data for all—from our model’s 
point of view—inde (or predeter- 
mined) variables (see Table 1), By insert- 
ing these data into our system of equations 
(1 to 40) we can derive the pertinent mag- 
nitudes of the dependent variables (see 
Table 2). 

Besides showing the magnitudes of the 
variables, these two tables illustrate which 
of the variables have to be considered in- 
dependent and which dependent. In most 
of the cases this will be quite obvious. 
There are however a few dependent varia- 
bles which might require some explana- 
tion. For instance it might not be immedi- 
ately obvious to some accountants why 
the variables 38 (a's: --~- net income of 
period M—1), and 67 (Aam--- chan 
in the account Bank Overdraft during 
are presented as dependent instead of inde- 
pendent variables. 

In the first instance we may regard the 
beginning Balance Sheet (equations 1 to 
12) as an accounting model for itself; in 
which case the (unknown) net income for 
period M—1 will have to be determined as 
the balance (a's) of the Balance Sheet, in 
the same way as we determine it in a single 
entry accounting system from incomplete 


2 For “flow charts’ see e.g. Indusirial Accountants 
Handbook (ed. by Fiske and Becket; New York: 
Prentice-Hall, 1954), p. 308; see also Blocker and Welt- 
mer, Cost A (New York, McGraw-Hill, 1954) 
Exhibits 55, 57, 83, etc. 


Decision Processes (ed. Thrall, Coombs, and Davis; 
New York: Wiley, 1954), p. 25. 
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TABLE 1 Wi 

INDEPENDENT VARIABLES til 

(magnitudes assumed) st 

1. 100 10. a’ 3, = — 500 19, Adan = 200 

2. 520 11. 800 20. Adese= 20 

3. = 12. @' — 1000 21. — 20 

4. a'iy= 400 13. 200 22. = 50 pe 
5. a'x9= 800 14, Adne= — 10 23. Adgn = 0 

6. 2000 15. Agm=— 15 24. Adao= 0 th 

7. —500 16. 20 25. ds0= —2000 cc 
8. — 100 17. a3 = 600 26. a5, = 1500 

9. a'ne= —300 18. 250 27. deo= 200 ar 
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TABLE 2 
DEPENDENT VARIABLES 
(magnitudes derived from Table 1 and equations 1 to 40) 


28. 970 41. 90 55. —1250 
29. 470 42. din= 435 56. dan=— 450 
30. 2300 43. 505 57. den=— 800 
31. 1500 44. 70 58. —2030 
32. A’ = 3270 45. dm= 2730 59. aa0= —1000 
33. —1700 46. 1050 60. — 1030 
34. a's0= — 400 47. d2a= 1680 61. aan=— 570 
35. a’s9= — 1300 48. dam= 2200 62. dun=— 460 
36. —1570 49. 520 63. dso=— 700 
37. 570 50. A = 3855 64. 1300 
38. 370 51. da0= —1825 65. doo= 240 
—| 39. C’ =—3270 52. dso=— 575 66. C =—3855 
=] 40. dio= 1125 53. 255 67. Agm=— 155 
54. — 320 


LLLE 


SEE 


data. Otherwise our model would be over- 
determined. The second instance is more 
complicated, because Ads, does not neces- 
sarily need to be the “dependent variable,” 
it may just as well be Adio, Aadgiz, or even 
any other variable among those represent- 
ing changes during period M. We have 
chosen Aa,; as it is the variable most likely 
to be the one dependent on the others 
whose magnitudes are determined exog- 
enously, that is by other than mere book- 
keeping incidents. However, as soon as the 
limit of the bank overdraft is reached Adsu 
becomes an independent variable and e.g. 
Adio or Ads2 becomes the dependent one 
(depending on what is decided, to weaken 
the cash position or to postpone payments 
to accounts payable). Here the mathe- 
matical model reveals connections which 
are usually disregarded. Therefore we are 
afraid that the logic behind this argument 
will not become entirely clear to many un- 
til after they have calculated and con- 
structed their own accounting model. It 
may however facilitate an understanding 
—and at the same time point to am area 
where such models might constitute a su- 
pertor tool to the traditional approach—by 
thinking of an example in which the 
counter-entries to the individual debits 
and credits are not known, as for instance 
in budgeting and forecast accounting. 


Basically every (traditional) accounting 
system is mathematically overdetermined, 
but through the mechanism of double en- 
try this overdetermination works as a wel- 
come check, while in absence of this 
mechanism (as in our model) this overde- 
termination can easily lead to contradic- 
tions and incorrect results. Therefore, to 
avoid overdetermination, at least one of 
these otherwise independent—I almost 
want to say semi-dependent—variables 
has to be chosen as a buffer. This seems to 
us the simplest way to adumbrate the in- 
terdependence of all variables causing 
changes during the pertinent period. 

Our accounting models, though quite 
comprehensive, belong of course still to the 
most primitive mathematical models. They 
have, however, an enormous advantage 
over more complex ones, namely they re- 
produce reality with a higher accuracy 
than most economic models do. That 
means their predictions’ about the real 
world are usually more reliable. A book- 
keeper, who “predicts,” that according to 
his entries in the petty cash book there 
should be a hundred dollars in the safe, 
and is then able to verify this by actual 


4 “One role of mathematical models is to provide a 
logic route to go from characteristics of the real world 
to predic +. about it,” Thrall, Coombs, and Davis, 
op. cit., p. 35. 


478 The Accounting Renew 


count, can be said to have operated a 
model predicting and depicting reality” to 
the highest possible degree. 

The greatest prospects of accounting 
models, however, seem to lie in their com- 
bination with economic models. The unifi- 
cation of accounting identities with be- 
havior equations, so far applied only in 
macro economic models promises also for 
business accounting a new field of experi- 
mentation and application. Thus we may 
actually not be too far away from that 
part of our field of knowledge which L. R. 
Chenault called some time ago “‘accounto- 
metrics.’’!® 

For the purpose of demonstration we 
have developed an example from the area 
of managerial decision-making with regard 
of the capital and asset structure. 

We assume a trading firm with the fol- 
lowing simple balance sheet: 


BALANCE SHEET OF B.B. 


as AT T.T. 
Inventory....... Owners Equity..... 
Total Assets....... A Total Capital...... Cc 


We further presume the management to 
be operating with the following two ratios 
in order to control the asset and capital 
structure respectively: 


cash 
inventory 
liabilities 
owners equity 


In addition we need three more concepts: 


p—a profit rate of the enterprise (e.g. the marginal 
efficiency of capital) 

l—the liquidity preference (of management) 

é—the interest rate for outside capital (liabilities). 

Now we may set up the model consisting 

of the following equations: 


4% Or at least a certain t of reality. 
6 “‘Business Behavior and the Theory of the Firm,” 
AccounTING REview, October 1954, p. 651. 


(1) A=-C (4) 
(2) A=c+s 
(3) C=d-+e 5) 
and 

(6) x= F(p, 

(7) y=G(, 4). 


The equation (6) and (7) constitute our 
behavior relations, reflecting the reaction 
of the management to changes in 4, /, and 
t. We say x is a function (F) of the profit 
rate and the liquidity preference, and y is 
another function (G) of the profit rate and 
the interest rate. These functions have to 
be determined (econometrically) from past 
experience. Instead of stating these two 
assumed functions algebraically we have 
illustrated them (for various liquidity pref- 
erences, profit rates, and interest rates) in 
Graphs 2 and 3. 

Our independent variables are now 4, i, 
1, and e (assuming a fixed owner’s equity), 
our dependent ones are A, C, s, d, c, x, and 
y (as many as we have independent equa- 
tions in our model; this means that the 
system is uniquely determined). 

Again we may assume certain magni- 
tudes for the independent variables—but 
this time, in order to illustrate clearly the 
changes, three alternatives shall be used 
(see Table 3)—and derive from them the 
corresponding dependent variables (see 
Table 4). 

Comparing alternatives I and II, the solutions 
shown in Table 4 demonstrate that the reduction 
in the profit rate and the application of a more 
cautious investment policy (higher liquidity pref- 
erence in alternative II) will lead to a consider- 
able decrease in borrowing and a reduction in in- 
ventory-investment while the cash position im- 
proves absolutely. 

Comparing alternatives II and III we recog- 
nize, that, although the investment policy is still 
relatively cautious (i, still holds), the borrowing 
will increase considerably whereby the greatest 
part of it will be used for investment in inventory; 
this—in spite of the increased interest rate—is 
due to the comparatively heavy increase in the 
profit raté. 


x 
te: 
Y3 
Ny 
Ys 
% 
18 
Ne 

| Gi 


the - 0 
pz & £ 
ty), Grapx 2. Representing sections of function F. GraPu 3. Representing sections of function G. 
and 
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the INDEPENDENT VARIABLES” 
(magnitudes assumed) 
but Alternative I Alternative II Alternative III 
the (1) ¢=—10 000 000 —10 000 
sed = 
+= t+ = 

(see 
ions TABLE 4 
tion DEPENDENT VARIABLES 
nore (magnitudes derived from Table 3 and equations (1) to (7)) 
oref- 
der- Alternative I Alternative II Alternative III 
(5) x/=1:5 126 

(6) »y/=2:1 yl 431 

(7) C’=—30 000 —20 000 = —50 000 
COg- (8) A’= 30 000 A”= 20 000 A’"= 50 000 
still (9) d’=—20 000 —10 000 = —4Q 000 
ving (10) c’= 5 000 c= 667 143 

(11) s’= 25 000 s’= 13 333 sm 42 857 
ory; 

The magnitudes of e, C, and d are negative, which indicates that these symbols represent credit balances. 
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Another branch using mathematical 
models and bordering on accountancy is 
Operation Research; it has developed “‘in- 
ventory models” in order to facilitate and 
optimize decisions concerning inventory 
levels. A considerable literature has been 
accumulated'* and progressive account- 
ants will at least have to get a general 
idea of this new area of economic science. 
Another promising econometric study 
somewhat related to our subject is pres- 
ently carried on in England: “There are 
now studies in progress at the National 
Institute of Economic and Social Research 
in London dealing with the accounts of 
more than three thousand companies for 
the period 1948-1953. These accounts will 
be standardized, transferred to punch 
cards and, in the course of time, entirely 
analysed.””!” 

Finally we should not fail to mention the 
increasing significance which the applica- 
tion of matrices assumes in accountancy. 
Matrices not only facilitate the formula- 
tion of accounting axioms, theorems and 
their proofs,”® but have found use already 
as models in solving various cost account- 
ing problems.” 

We may conclude from all this, that 
there lies a vast, almost unplowed area be- 
fore the accountant. It is up to him either 
to grasp his chance or to pass it by. If he 
decides on the former he certainly helps to 
push accountancy over that threshold 
which leads to the realm of science. 


18 For an illuminating introduction to the building of 
inventory models see: Churchman, Ackoff, and Arnoff, 
Introduction to Operations Research (New York: Wiley, 
1957), pp. 199-273; a comprehensive bibliography to 
elementary inventory models is offered in pp. 232-34. 

19S. J. Prais, “Some Problems in the Econometric 
Analysis of Company Accounts,”’ Report of the Aix-en- 
Provence Meeting, Economeirica, July, 1957, p. 481. 

20 See R. Mattessich, loc. cit., pp. 331-45 and pp. 
349-53. 

*1 “Matrices can—with regard to their application in 
accounting—be comprised as tables into which indi- 
rectly or directly numerical data are inserted. In this 
way one obtains not only clear representations of flows 
(of quantities or values) with a deliberate number of 
recurrences of transformations, of production-com- 


However, at the end of a paper like this 
a word of warning still has to be uttered. 
We ought to be aware that models “are 
proposals for an unspecified social space, 
... They may hold in some instances 
of social space and they may not hold in 
others.”™ ‘Somehow we still seem to be 
constructing fairly formal, incompletely 
interpreted ‘models,’ rather than fully 
specified (or interpreted) ‘theories’ which 
stand a chance (even in principle) of being 
refuted by empirical data. Our acts belie 
our words.’ In the light of these words of 
Papandreou’s remarkable pioneering work, 
the present paper may increase in signifi- 
cance when studied in connection with our 


binations, of capacity limitations, but one is also able 
to represent causal relations completely considering 
all influential factors. From such tables—according to 
the rules of matrix algebra—it is possible to derive new 
tables whereby this process of derivation corresponds 
to certain unique economic events. From these two 
qualities—the principles of ordering and combining 
matrices—result the following advantages of matrix 
calculus vis-a-vis the classical methods of industrial 
accounting:” 

“1, It enables a concise and uniform representation 
of various accounting problems and their solu- 
tions with the help of well developed mathe- 
matical methods. So, for instance, cost account- 
ing problems, control of rentability through 
variances and linear programming can be very 
simply represented by means of matrix formula- 
tion.” 

“2, In many cases, it permits the settlement of the 
greatest part of the calculation beforehand, and 
to store the results in a matrix.” 

“3, By taking into consideration the causal rela- 
tions and interrelations of the firm, it offers an 
effective tool for short and long run forecasts.’ 

“4. It supplies, for a wide range of problems, uni- 
form and simple procedures of calculation for 
which pro; es are already prepared at large 
scale for electronics equipment.” 

Translated from men: Pichler, “Antwort zu: 
Welche Vorteile bietet die Anwendung des Matrizen- 
kalkiils gegeniiber den klassischen Methoden des in- 
dustriellen Rechnungswesens?”’, in Untersuchungs- 
forschung (Journal for Operations Research), edited 
by S. Sagoroff and A. Adam; (Wiirzburg, Germany: 
Physica-Verlag, 1956), Vol. 1/2, p. 94. : 
See also O. Pichler, “Anwendung der Matrizen- 
rechnung auf betriebswirtschaftliche Aufgaben,” 
genieur Archiv, 1953, pp. 119-140; and K. Wenke, 
“Kostenanalyse mit Matrizen,” Zeitschrift fiir Betriebs- 
wirtschaftslehre, 1956, pp. 558-76. ; 

# Andreas G. Papandreou, Economics as a Science 

(Chicago, Lippincott, 1958), p. 118. 

% Thid., op. cit., p. 8. 
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recently published article.* Here we have 
models, there we have the beginning of a 
whole theory. But before accountants can 
develop a fully specified theory they must 


- “Towards a General and Axiomatic Foundation of 
Accountancy,” Joc. cit., pp. 328-355. 


have a clear vision of the models—and 
their characteristics—which should or- 
ganically grow out of such a theory. This 
requires some experimentation and might, 
as we hope, justify an attempt like the 
present one. 
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PACIOLO—PATRIARCH OF ACCOUNTING 


CLARENCE LANGER 


“Forty tetradrachma owed. Larassib, son of Bel-akhe-irib, will pay into the 
hands of Zir-Idin, son of Hablai, in the Month of Iyar, 40 tetradrachma, in the 
Temple of the Sun, in Babylon. Witnesses: Urrame, son of Ruya; Allit, son of 
Airad; Kistar, son of Sinam; Zir-Idin, son of Hablai, scribe. Babylon, month of 
Kislev, third day, fifth year Pacorus, King of Persia.” 


HESE words were inscribed in cunei- 

form characters on a Babylonian 

clay tablet during the days of 
Abraham (2200 B.C.). Records such as 
these date back to 3600 B.C.; the earliest 
recorded beginning of what we know today 
as accounting. 

In those days, a man’s seal was his signa- 
ture and when he died, his seal was buried 
with him. If a Babylonian did not have a 
seal, he was required to make an impres- 
sion in the soft clay with his thumbnail. 
Primitive? Perhaps. But many a payroll 
check or receipt bears the familiar “X” 
signature, even to this day. 

Because the art of writing was not then 
widespread, the scribe was quite an im- 
portant fellow. He was called in to record 
all business transactions. He inscribed the 
particulars on clay tablets listing such data 
as names of the parties, amount disbursed, 
interest rate, date of maturity and, very 
often, the penalty in case of fraud. This 
was the beginning. 

Roman civilization recognized the legal 
aspects of records of account. Cicero, in 
one of his pleadings as defense counsel for a 
client, cites the difference between memo- 
randa and the Ledger. In the matter of 
Fannius vs. Roscius, Cicero proceeds to 
dwell on the plaintiff’s evil reputation by 
hammering away at Fannius’ suspicious 
account books: 


“He confesses that he has not this sum entered 
in his Ledger, but he asserts that it does appear in 
his memoranda. Are you, then, se fond of your- 
self, have you such a great opinion of yourself, as 
to ask for money from us on the strength, not of 
your Ledger, but of your memoranda? To read 


one’s account books instead of producing wit- 
nesses is a piece of arrogance; but is it not mad- 
ness to produce mere notes of writings on scraps 
of paper? If memoranda have the same force and 
authority and are arranged with the same care as 
the Ledger, where is the need of keeping a Ledger 
at all, of making out careful lists, of keeping a 
regular order, of making permanent record of old 
writings? But if we have adopted the custom of 
keeping Ledgers, because we put no trust in fleet- 
ing memoranda, shall that, which, by all individ- 
uals, is considered unimportant and unreliable, 
be regarded as important and holy before a judge? 
Why is it that we jot down memoranda carelessly, 
that we make up Ledgers carefully? For what 
reason? Because the one is to last a month, the 
other forever; the first are immediately expunged, 
the latter are religiously preserved; the former 
embrace the recollections of a short time, the lat- 
ter pledge the honesty and the good faith of a 
man forever; the one is thrown away, the other is 
arranged in order. Therefore, no one ever pro- 
duced memoranda at a trial; men do produce 
Ledgers and read entries in them.” 


Fannius lost the case. 

For more than 5,000 years, accounting 
practice progressed with civilization. 
Through the years, its development was 
academic and respectable. It attracted 
men of the highest intellect—men such as 
Luca Paciolo, a Franciscan Friar, who was 
one of the recognized mathematicians of 
his day. 

By the end of the fifteenth century, 
there arose a need for some standardized 
procedure of accounting. It was two years 
after Columbus made history that Paciolo 
gave to the world his historical treatise on 
double entry bookkeeping—a work which 
has been the basic concept for the practice 
of accounting for more than four and 4 
half centuries. 
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For a man of Paciolo’s fame, there 
should be more historical data concerning 
his early background, but research does 
not furnish us with much information 
about his family or childhood. When he 
was 2 young man, he tutored children in 
mathematics with the intention of some- 
day becoming a university teacher of that 
subject. In 1470, he wrote a book on alge- 
bra and five years later began to realize his 
ambition when he was appointed as a lec- 
turer in mathematics in Perugia. 

Now his superiors began to sit up and 
take notice. In 1482, they decided to send 
him to Rome to lecture in his field. Eight 
years later, he was transferred to Naples, 
then to Padua, from there to Assisi, and 
finally appears at Urbino in 1494. On 
November 10th of that year, Paciolo had 
the pleasure of witnessing the publication 
of his “Summa de Arithmetica,” which he 
dedicated to the Duke of Urbino. 

Embodied in this dissertation is the “De 
Computis et Scripturis” which contains 
36 chapters on bookkeeping. In a rather 
apologetic introduction, Paciolo states, 
“In order that the subjects of the most 
gracious Duke of Urbino may have com- 
plete instructions in the conduct of busi- 
ness, I have determined to go outside the 
scope of this work and add this most nec- 
essary treatise.”” With a fine sense of ethics, 
Paciolo credits Cotrugli (1458) with hav- 
ing originated the method of double entry 
bookkeeping. Paciolo concentrated on sys- 
tem, “To give the trader without delay in- 
formation. as to his assets and liabilities.” 
He associated freely with merchants and 
studied their problems. Hence the pro- 
fusion of practical illustrations throughout 
the treatise. 

At the very beginning of the “De Com- 
putis,” Paciolo cites his three principles for 
those who desire to be successful in busi- 
hess: Ready money, good accountants, 
and system. He then proceeds to point out 
that, as the object of every business man 


Paciolo 


is to obtain a legitimate and proper profit, 
he must always begin his enterprise by 
calling on God’s name and always think of 
Him when opening a new set of books. The 
following is an excerpt from Chapter 15: 

“After having told you these things for your 
instruction, we write now the first entry of the 
cash in the debit column, and then the first entry 
of the capital in the credit column, in the Ledger. 
Thus, you shall put it this way: 

Jesus... . MCCCCLXXXXIII 

Cash is debtor on November 8th, “per” capi- 

After you have made the entry in this way, 
you shall cancel in the Journal as I have ex- 


plained to you. Then in the credit side you write 
down this way: 


Jesus. ... MCCCCLXXXXIIT 


Capital of myself is creditor on November 8th, 
“per” cash... .” 


According to Paciolo, the first step to be 
taken is to draw up a complete list of assets 
and liabilities. Assets must include mov- 
ables and immovables. He considers audit- 
ing aspects as well, when he points out 
that it is essential for the inventory to be 
taken on one and the same day. 

In Chapter 5, Paciolo mentions three 
books as necessary for the merchant: Day- 
book, Journal, and Ledger. 

Chapter 6 describes the use of the Day- 
book which should be used to enter each 
day’s transactions as they occurred. Noth- 
ing should be omitted. Everything must be 
written down in detail. He mentions 
some transfer entries from Inventory to 
Daybook, but Paciolo does not agree with 
this method because the Daybook comes 
under the eyes of so many people. The 
Daybook, then, as set up by Paciolo, was 
a general book of original entry. 

In Chapter 10, he gives directions as to 
how the Journal should be kept. The same 
number should be used as in the Daybook 
and the pages numbered the same in both 
books. At the beginning of each page, the 
year and day should be stated. All the col- 
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umns of the Inventory should be trans- 
ferred to the Journal. In the Journal, 
“per” means Debtor and “a” means 
Creditor. 

In Chapter 12, he differentiates between 
cash and capital. Cash means ready money. 
Capital includes the whole of a man’s prop- 
erty. Capital must be entered in the Jour- 
nal as a credit and cash as a debit. (These 
instructions are followed by practical 
examples.) 

The use of the Ledger is fully explained 
in Chapter 13. Paciolo prescribes that all 
debtors and creditors are to be entered 
alphabetically using the same figures as in 
the Daybook and Journal. After writing 
the date and numbering the pages, the 
cash on hand is posted as a debit on the 
first folio, just as it was entered first in the 
Journal. Paciolo even goes into such de- 
tail as to explain that, since there will be a 
large number of entries in this account, the 
whole'page should be left open. 

Chapter 14 cites the principle that for 
every debit entry in the Ledger there be a 
corresponding credit entry, and vice versa. 

Paciolo also sets down detailed methods 
of keeping accounts with banks, loan 
offices, partnerships and agencies. 

Chapter 26 is very interesting since it 
deals, in part, with the entry of transac- 
tions arising out of traveling expenses. 
Paciolo instructs the merchant to keep a 
separate notebook and enter the result in 
the Ledger when he, or his representative, 
returns. Where goods are given on con- 
signment, the merchant is instructed to 
debit the account accordingly and to ad- 


just the Ledger when the agent makes his 
final accounting. 

Chapter 27 deals with the Profit and 
Loss Account. Under this heading, Paciolo 
prescribes that separate accounts be kept 
for each consignment of merchandise, 
At this point, he must have had in mind 
the insecurity of transit and the uncertain 
conditions of traffic facilities. This, to- 
gether with the high rates of insurance, 
which prevailed in those days, made it 
necessary for the trader to dispose of each 
consignment ‘en bloc” and to calculate 
the profit on each such enterprise. Accord- 
ingly, Paciolo instructs the merchant to 
post up his Profit and Loss account at the 
close of each transaction instead of at the 
annual closing. These entries were made 
direct to the Ledger from the Daybook and 
were not recorded in the Journal. 

Finally, Paciolo gives very detailed in- 
structions for the complete review of the 
books before the Ledger is balanced and 
assumes that a new book will be set up 
each time a balance is taken. 

Aside from the fact that he does not pro- 
vide for the segregation of accounts in the 
books of original entry and that the Profit 
and Loss account is handled as stated 
above, accounting fundamentals still re- 
main much the same as Paciolo set it down 
in 1494, 

Paciolo, the “common ancestor’’—fol- 
lowed by Morton, Grammateus, Cardan, 
Stevin, Hutton, Hamilton, De Morgan 
and Cayley, his “descendants.” The Ac- 
countant can boast a heritage of which he 
may well be proud. 
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A GOOFY GLOSSARY FOR ACCOUNTANTS 


FRANK A. SINGER 
Associate Professor, University of Massachuselts 


idealist. As a result of this a class 

which begins the consideration of 
disclosure will probably set for financial re- 
ports the unrealistic goal of perfect com- 
munication. It will be their feeling that re- 
ports should be so written that any adult 
cannot fail to grasp their full import. It 
usually requires considerable argument to 
arrive at a general acceptance of the gen- 
eral correctness and necessity for the re- 
port writer’s assumption that his reader 
has a necessary minimum of acquaintance 
with the terminology and conventions 
which are customary. In an attempt to 
point out the impossible character of their 
ideal I usually say something like “‘it is al- 
ways possible to find someone who will 
think that an asset is a small donkey.” Re- 
cently, after such a discussion, I requested 
a class to bring in a list of terms which 
they felt might be misunderstood. The re- 
sult was not only what I expected, but 
many definitions of the outlandish char- 
acter which my own example had sug- 
gested. Since this afforded us some amuse- 
ment and since some ingenuity was ap- 
parent, we set out to produce the list 
reported below. We examined the index of 
the current edition of the Accountants 
Handkook; and, after selecting terms pro- 
duced the following: 


Ti average college student is an 


Acid-test—litmus paper. 

Accountant—without “ccountant,” hence a no- 
count. 

Accrual—kind. 

Allowance for containers—usually a nickle on 
each bottle. 

Annual Reports—Independence Day celebra- 
tions. 


Asset—small donkey. 

Bonds—restraints. 

Bookkeeper—one who substitutes a library for a 
“kept woman.” 

Break-even—the ultimate damage; as a thrown 
dish may chip, crack, or break-even. 

Budget—to displace. 

Burden—recreational ornithology. 

Business cycles—two wheeled vehicles, not for 
pleasure. 

By-products—hot cakes. 

Capital—Bloody Good! 

Control—steer, hence: source of beef. 

Current liability—the reason the lights won’t 
come on. 

Deferred charges—shepherd’s flock after shear- 
ing. 

Disclosure—strip-tease. (Accountants strongly 
advocate full disclosure.) 

Distribution costs—post-Christmas phenomena. 

Enterprises—door prizes. 

Fixed asset—small donkey, neuter. 

Going concern—transportation agency. 

Hotchpot—(We can’t improve on that.) 

Income—enter. 

Joint products—delinquents. 

Liability—the talent promoted and fostered by 
the Burlington Liars’ Club. 

Mean—not kind, cruel. 

Median—seance conductor. 

Profit—he who is not without honor—except lo- 
cally. 

Purchase discount—most frequent request of low- 
born countesses. 

Realization—an authentic “ization,” whether 
central or civil. 

Reproduction costs—Cheaper by the Dozen. 

Replacement cost—how Tommy Manville uses 
his money. 

Revenue—once again to rev. 

SEC—1/60 of one minute. 

Sound value—proper valuation for inventory of 
phonograph records. 

Surplus—clergymen’s garment. 

Working capital—the opposite of an “entertain- 
ment capitol.” 

Write-off—immediately. 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprror’s Note: This section of Taz ACCOUNTING Review is devoted to matters of particular interest to account. 
ing instructors. The contribution of articles bearing on the nature and ) er ey of various types of accounti 


education, or dealing with techniques of accounting instruction, is invited. 


all correspondence to A. B. Car. 


son, School of Business Administration, University of California, Los Angeles 24, California. 


TECHNIQUES FOR HANDLING INCREASED ENROLLMENTS* 


DENNIS GORDON 


University of Akron 


RAE D. ANDERSON 


Bentley School of Accounting and Finance 


ORE than 600,000 young men and 
M women are expected to pursue 

programs in collegiate business 
education by 1970. This will double the 
present enrollment, according to the 
American Association of Collegiate Schools 
of Business. Unless drastic steps are taken 
the AACSB estimates that there will be a 
shortage of 2,800 teachers in business 
schools and departments alone. 

Accounting departments will be among 
the first to feel the impact of this “im- 
pending tidal wave” of students. Few 
schools will be ready with buildings and 
faculty unless preparations are made in 
the very near future. Tomorrow’s ac- 
counting students are already in the grade 
schools and high schools. 

A round table discussion to consider 
what accounting departments could do to 
meet the many problems associated with 
increasing enrollments was conducted at 
the 1957 American Accounting Associa- 
tion Convention. In preparation for the 
session the chairmen undertook an analysis 
of present teaching practices in elementary 
accounting throughout the country in the 
hope that the information collected would 
be useful in evaluating the different solu- 
tions that might be proposed. 

* This article is based upon a Round Table con- 


ducted at the annual convention of the American Ac- 
comene Association, Madison, Wisconsir, August 28, 
957. 
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SURVEY OF EXISTING PRACTICES 


A questionnaire pertaining primarily to 
elementary accounting was mailed to 225 
colleges and universities. Replies were re- 
ceived from 143 schools (63.6%). The 
total enrollment in the first semester of 
accounting of the schools reporting was 
approximately 45,000. As indicated in 
Table 1, both “‘small’” and “large” schools 
were represented in the survey. 


TABLE 1 


ENROLLMENT IN ELEMENTARY ACCOUNTING OF 
ScHOOLS REPLYING 


Number of Students Number of Schools 
1-99 20 
100-199 33 
200-299 27 
300-399 19 
14 
500-599 6 
600-699 8 
700-799 3 
800-899 5 
900-999 1 
1000 and over 4 
140 
Not reported 3 
143 


The semester plan was followed by 120 
schools and the quarter plan by 23 schools. 


Class Hours 
Table 2 shows how little agreement there 
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TABLE 2 


Noumser or CLass Hours or LecrurE AND 
LABORATORY PER WEEK 


Number of Schools 
ad Plan Plan 
1 3 0 1 1 
i 6 1 0 1 
1} 14 1 0 1 
2 1 4 1 5 
2 2 27 0 27 
2 3 2 0 2 
2 + 3 1 4 
3 0 33 3 36 
3 1 6 2 8 
3 14 1 0 1 
3 2 16 3 19 
3 3 13 1 14 
3 4 0 2 2 
4 0 7 5 12 
4 2 2 3 5 
+ 3 1 1 2 
5 0 0 1 1 
5 1 1 0 1 
5 5 0 1 1 
Total schools reporting 118 25 143 


is among schools in the number of class 
hours required per week. Forty-nine 
schools (34% of those reporting) have no 
laboratory periods. Even those that have 
laboratories cannot agree on the meaning 
of the term. At the round table it appeared 
that “laboratory” included such activities 
as: 

leading discussion groups 

giving quizzes and examinations 

supervising study 


TABLE 3 
COMBINED LECTURE AND LABORATORY Hours 
WEEKLY IN ELEMENTARY ACCOUNTING 


Hours Weekly Number of Schools 
3 42 
4 48 
4} 1 
5 22 
6 24 
7 5 
10 1 
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counseling 

aiding individual students 

working outside assignments 

giving lectures 
In some cases student attendance in 
laboratory is compulsory; in other cases 
attendance is voluntary. 

Table 3 shows the total number of lec- 

ture and laboratory hours per week of- 
fered by the schools reporting. 


Class Size 


The survey was designed to gather data 
as to: 
1. Size of lecture and laboratory classes. (Ta- 
ble 4) 
2. Extent to which the size of lecture classes 
differed from the size of laboratories. (Ta- 
ble 5) 


It is interesting to note that: 


1. Class size ranges from 18 to 400 students. 

2. Fifty-one per cent of the schools reporting 
have lecture classes numbering 30 to 35 
students. 

3. Fifty per cent of the schools which make 
use of laboratory sessions limit laboratory 
class size from 30 to 35 students. 


TABLE 4 


Size oF LECTURE AND LABORATORY CLASSES IN 
ELEMENTARY ACCOUNTING 


Class Size Number of Schools 

Range Mean Lecture Per Cent Lab. Per Cent 
18-22 20 9 6.3 9 9.6 
23-27 25 22 15.4 11 11.7 
28-32 30 40 28.0 24 25.5 
33-37 35 33 23.0 23 24.5 
38-42 40 20 14.0 13 13.8 
43-47 45 5 3.5 5 5.3 
48-52 50 + 2.8 3 3.2 
53-77 65 2 1.4 4 4.3 
78-102 90 3 2.1 1 1.1 
103-127 115 3 2.1 0 0 
128-152 140 0 0 1 1.0 
153-400 350 2 1.4 0 0 
143. 100.0 94 100.0 


Table 5 reveals the wide differences in 
class organization: 
1. Fifty-one per cent of the schools reporting 
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have lectures and laboratories of the same In approximately 54% of the reporting 
class size. schools, the teaching load is 15 or fewer 
hours weekly. 

Of course, teaching is only part of the 
total work load of a teacher. The replies to 


i.e., small lecture classes with large labora- &T of elementary accounting spends an 
tories. average of 37 hours a week, exclusive of 


Nm 


. Thirty-four per cent do not use labora- 
tories. 


3. Nine per cent have large lecture classes and 
small laboratories. 


TABLE 5 
ORGANIZATION OF LECTURE AND LABORATORY CLASSES IN ELEMENTARY ACCOUNTING 


Class Size 
Number of . 
Sateoks Class Organization Range Median 

Lecture Lab. Lecture Lab. 

49 Lecture, no lab., 20-60 — 31 — 

73 Lecture and lab., same size 18-45 18-45 30 30 

12 Large lecture, small lab.* 35-400 20-50 95 35 

9 Small lecture, large lab.t 25-50 40-145 30 60 

143 


* Lecture classes were 1} to 8 times as large as laboratories; mode: 4 times as large. 
+ Laboratories were 1} to 6 times as large as lecture classes; mode: 1} to 2 times as large. 
Teaching Load 


Table 6 reports the total teaching load of elementary accounting instructors: 


TABLE 6 
TEACHING LoAD 
Number of Class Hours of Lecture and Laboratory Required per Instructor in Elementary Accounting 


Semester Plan Quarter Plan Total 
, Per Cent of Per Cent of 7 Per Cent of 
Hours ho of Schools of Schools rs of Schools 
Schools Reporting Schools Reporting Schools Reporting 

6 1 re 1 7 
8 2 1.4 2 1.4 
3 2.1 3 
10 1 Pe 1 7 2 1.4 
11 3 2.1 3 24 
12 38 26.6 7 4.8 45 31.4 
13 1 re 1 7 
14 10 7.0 10 7.0 
15 16 11.2 3 234 19 13.3 
16 7 4.9 4 2.8 11 Be: 
17 2 1.4 1 a 3 221 
18 8 5.6 2 1.4 10 7.0 
19 1 at 1 7 2 1.4 
20 7 4.9 7 4.9 
21 3 2.1 3 2.1 
24 1 1 
25 1 1 “4 
No report 16 11.2 3 y P| 19 13.3 
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time devoted to research, writing, non- 
campus service activities, etc. Eighty 
schools were used in figuring this average 
because some schools omitted this informa- 
tion, others furnished incomplete data, and 
still others had to be rejected because of 
inconsistencies. 


TABLE 7 


Facutty Totat Loap 
AVERAGE OF 80 SCHOOLS 


No. of Hours 
Per Week 


Class meetings. . 11.4 
Laboratory meetings. . 3.5 
Grading papers. . . 6.1 
Preparing lectures. . . 335 
Preparing tests. . 2.6 
Counseling... ... 4.0 
Committee meetings. 2.1 


Total. . Si 


Student Aides 


Replies from 143 schools showed that 
students were used as teaching assistants 
as follows: 


Schools 
Lecture classes: No. Per cent 
Graduate students................ 33 23 
Laboratories : 
26 
Undergraduates............. 22 


Undergraduate students were used in 
other than teaching duties as follows: 
Schools Using 


Undergraduates 
Duties of Student Aides No. Per cent 
Grading papers..... 80 56 
Testing Methods 


The survey included questions to de- 
termine how many schools used objective 
tests and how many gave a standardized 
or uniform examination to all sections in 
elementary accounting. 
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TABLE 8 


NUMBER AND PER CENT OF COLLEGES MAKING 
Use oF STANDARDIZED AND OBJECTIVE TESTS 


Standardized Objective 
Test Used Test Used 
No. of No. 
Schools Per Cent* Se Per Cent* 
Mid-term... 37 26.0 45 31.5 
Fisei..... 65 46.0 53 37.0 
Other...... 31 21.6 78 54.5 
None...... 17 12.0 


* Of 143 schools reporting. 


Visual Aids 


Table 9 shows that visual aids, other 
than blackboard, mimeographed material 
and the like, have not made much head- 
way among teachers of accounting in the 
schools surveyed. It would be interesting 
to know whether the same condition 
exists in other departments of these col- 
leges and universities. 


TABLE 9 
Use oF VISUAL Alps IN ELEMENTARY ACCOUNTING 


No. of 

Schools 
Mimeograph and ditto material........... 110 
Opaque and overhead projectors........... 4 
Published financial statements.......... 3 
Speakers, trips, seminars................. 2 
Business papers (vouchers, etc.)........... 1 
Binekbonrd poster... .... 1 


POSSIBLE SOLUTIONS 


Possible solutions to the two-fold prob- 
lem of an increasing student body and a 
declining supply of teachers can logically 
be broken into several categories: 


I. Retention and attraction of teachers. 
II. Changes in institutional policies and philos- 
ophy. 
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III. More effective teaching methods. 
IV. Changes in class size. 


Retention and Attraction of Teachers 


A. Improving salaries and fringe benefits 

B. Improving teaching conditions: 
1. Mechanical aids 
2. Secretarial assistance 

. Telephone 

. Private offices 

. Professional association expenses 

. Research grants 

C. Changing requirements (accepting less than 
Ph.D. or C.P.A.) 

D. Ease research and publications requirements 

E. Extend retirement age beyond 65. 

F. New sources: 
1, Women 

. Retired personnel 

. Former teachers 

. Part-time teachers from business and pub- 

lic accounting 

5. Use graduate assistants 

6. Encourage more college graduates to go 
into teaching 


aun w 
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Salary Scale 


No useful object would be served by a 
prolonged discussion of the salary ques- 
tion. Many will admit that “teachers are 
human at least to the extent of having ac- 
quired early in life the habit of eating.” 
We do not need any remainder of the 
financial obligations to our families. De- 
spite the progress that has been made in 
increasing salaries, much remains to be 
done. The President’s Committee on 
Education Beyond the High School 
summed it up well: “The plain fact is that 
the college teachers, through their inade- 
quate salaries, are subsidizing the educa- 
tion of students, and in some cases the 
luxuries of their (students’) families, by 
an amount which is more than double the 
grand total of alumni gifts, corporate gifts, 
and endowment income of all colleges and 
universities combined.” 


Fringe Benefits 


Fringe benefits, particularly attractive 
because of their tax-free status, constitute 


a very real part of the compensation 
package of industry. The fringe benefits 
offered by the typical college fall far short 
by comparison. The observation was made 
at Madison that it would be better for 
the teacher to have the college bear his 
contributions to a retirement system than 
to receive a like amount as an increase in 
salary. In either case, the cost to the col- 
lege remains the same. The President's 
Committee called for improvement in 
this area with such benefits as: health in- 
surance, life insurance, adequate retire- 
ment plans, faculty housing, tuition as- 
sistance for faculty children, and the like. 


Working Conditions 


The efficiency and morale of faculty 
members would certainly be given a boost 
if adequate provision were made for such 
mechanical aids as dictaphones, calcu- 
lators, and duplicators. Access to secre- 
tarial and clerical assistance, even on a 
pool basis, would relieve faculty members 
of onerous clerical chores, thereby releas- 
ing them for more professional work. 

A teacher makes a valuable contribution 
in counseling students on choice of career 
and on the host of personal problems 
that so often beset them. Such conferences 
are difficult if carried on in a crowded of- 
fice. Private, or at least two-man offices, 
should form a part of the plans for new 
facilities. 

Many corporations bear all or a sub- 
stantial part of the professional expenses of 
employees including dues, local meetings 
expense, and travel to national and re- 
gional meetings. This policy assumes that 
while the individual derives personal bene- 
fit from such participation, the chief 
beneficiary is the employer. Although 
many colleges and universities have 
adopted similar reimbursement plans, it 
appeared at the round table that this area 
should be examined by schools with no 
such policy, and some liberalization was in 
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order where such plans were in force. 
Professional development is a facet of the 
teacher that should not be neglected. 


Requirements 


Requirements for a teaching career in 
accounting have been actively discussed in 
the Accounting Review. At Madison, few 
advocated easing the Ph.D. or CPA re- 
quirements. The point was made that re- 
laxation of the part of the college hier- 
archy in the demand for research and 
publication would permit a greater teach- 
ing load. The feeling seemed to be, however, 
that what was needed was not more or less 
research, but better research. The observa- 
tion was also made that teaching loads 
should not necessarily be uniform but 
should be influenced by the research ac- 
tivities of each individual. 


Retirement A ge 


Mandatory retirement at age 65 may 
well deny a college the use of a professor 
who is in good health, well trained, and 
in full possession of his mental faculties. 
Some revision of retirement age would add 
to faculty resources even if on a part-time 
basis. 

New Sources 


There are many competent women with 
a fine background in accounting who could 
do an excellent job as teachers. Although 
some schools now employ women on their 
accounting faculty with fine results, this is 
a relatively untapped source. It has also 
been suggested that minority groups might 
contain good candidates. 

Retired (but not tired) public account- 
ants, businessmen, and government per- 
sonnel offer possible recruits to teaching. 

Many schools located in urban centers 
already make use of public accountants 
and businessmen on a part-time basis. 
The practice will probably grow in future 
years. In such cases, close supervision and 
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the preparation of course syllabi are neces- 
sary in view of Dean Sidney Winter’s 
comment, “the quality of the program 
manned largely by a part-time staff is 
often suspect.” 

The survey showed that thirty-three 
schools are now using graduate students as 
teachers in lecture classes; two schools are 
similarly using undergraduates. Many 
professors indicated that they are counting 
on graduate students to help take up the 
slack. On the other hand, one professor 
commented, “I do not favor the use of 
graduate assistants as instructors.’”’ An- 
other said, “Instructors of elementary ac- 
counting courses should be the best of the 
accounting faculty, have mature view- 
points, etc., and should not be inex- 
perienced students, etc.” 

From another professor came the ob- 
servation, “I am much concerned about 
maintaining quality instruction at the be- 
ginning level. I don’t think this is achieved 
through the use of graduate assistants in 
large numbers.” 

Many schools favored the use of grad- 
uate assistants in laboratory sessions. A 
number suggested that advanced account- 
ing undergraduates might also be so used. 


Changes in Institutional Policies 


. Raise admission requirements 
Raise tuition 
. Alter school period: 
1. Adopt three semester or four quarter plan 
2. Saturday classes 
3. Greater use of summer sessions 
4. Evening classes for day students 
5. Lengthen school day 
. Reduce course offerings and electives 
. Greater responsibility on students: 
1. Laboratories—voluntary or fewer 
2. More reading and reports 


Aw > 


Ao 


Admission Reguirements 
A step-up in admission requirements 
would obviously provide a solution. There 


1 Accountine Review, April, 1956, p. 224. 
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is undoubtedly, however, a practical limit 
in the extent to which admissions stand- 
ards can be raised. This is especially true 
in the case of state or municipally financed 
colleges. One need not be a prophet to 
predict the hue and cry from the public 
and legislative bodies if the standards were 
to rise sharply and large segments of the 
public were thereby to be denied an op- 
portunity for higher education. 

There are many sincere and serious 
minded educators who question the valid- 
ity of the usual measuring devices, point- 
ing out that they may discriminate against 
“late bloomers.” The general feeling at the 
round table was that, despite some step-up 
in admission standards, expansion of col- 
lege facilities is inevitable. 

Professors from two state colleges com- 
mented: 

“State colleges need to raise admission require- 
ments to eliminate the deadwood in accounting.” 


“Fully 75% of schools should increase standards 
drastically to real university levels.” 


Raise Tuition 

An increase in tuition charges if it re- 
sulted in raising salaries, would increase 
the supply of teachers. Since an increase in 
tuition also would deny educational op- 
portunities to some, there is a practical 
limit. At the round table, the observation 
was made that the reluctance to borrow 
funds to finance an education should be 
overcome by a program of advertising 
financed by foundations. Certainly there is 
no aversion, by parent or student, to 
borrowing for automobiles, TV sets, and 


the like. 
School Period 


Representatives from a number of 
schools suggested the adoption of the three 
semester basis or the four quarter plan. In 
either case, the student would be in at- 
tendance for approximately eleven months 
a year. This suggestion was discussed by 


Arthur Cannon in THE AccountTine Rz- 
view.” Such a plan would make maximum 
use of plant facilities without increasing 
the work load of those instructors who 
already teach in summer or inter-sessions, 
Those who obtain summer employment in 
other fields, as a matter of economic 
necessity, might prefer year-round em- 
ployment as teachers. 

Saturday morning classes were also sug- 
gested. With the almost universal accept- 
ance of the five-day week, the adoption of 
Saturday classes seems retrogressive, but 
what must be, must be! Running classes 
earlier and later in the day is another way 
of using available space more efficiently. 

Several made the suggestion that day 
students be encouraged or even required 
to take part of their course work in the 
evening division; others made a similar 
suggestion with respect to the use of sum- 
mer school. 


Course Offerings 


More effective utilization of space and 
personnel could be achieved if course of- 
ferings could be reduced. There is little 
doubt that over the years courses of 
dubious value have crept into many cur- 
ricula. In addition, there is a very basic 
question as to the extent to which speciali- 
zation in accounting offerings should be 
permitted. If a student has a sound foun- 
dation in general accounting principles, 
can he not develop on his own initiative 
an understanding of such specialized areas 
as muncipal and institutional accounting, 
brokerage accounting, and so forth? It 
would seem that if an adequate job has 
been done in elementary and advanced 
accounting, the capable accountant could 
master these areas without the necessity 
of a formal course. 

In the case of courses of unquestioned 
value but limited demand, the practice of 


2 April, 1957, p. 245. 
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offering these courses in alternate years 
might be further developed. An additional 
solution is available to colleges located in 
metropolitan centers: have one college, on 
a rotating basis, offer a course to students 
from all colleges participating in the plan. 
This is, of course, not feasible where the 
schools are physically far apart. However, 
some plan might be worked out in connec- 
tion with summer school courses. 


Student Responsibility 

“Shouldn’t the student accept a greater 
share of responsibility for his own educa- 
tion?” is a question being raised in many 
quarters. Its natural corollary is: “Can the 
traditional 3 credits for 3 hours class be 
changed, for example, to 3 credits for 2 
hours of class time and more reading as- 
signments, research projects, written re- 
ports and papers?” If the answers are in 
the affirmative, more economical use of 
plant and faculty would be possible. 

A related question has to do with the 
use of laboratories. We question the wis- 
dom and necessity for using such sessions 
as a place in which the student does out- 
side assignments. If space is at a premium 
and personnel limited, how can one justify 
sessions used for that purpose? If we are 
dealing with mature students, we should 
treat them accordingly. Those who do not 
do the assignments will presumably fail 
the course. 

Some quotes: 

“More responsibility upon the student for work- 
books and problems. We are changing from 2 


hours of lecture and 2 hours of lab to 3 hours of 
lecture and 1 hour of voluntary lab.” 


“... eliminate laboratory work entirely. Do not 
grade homework . . . check it off. Return with a 
ditto answer. . . . Hold one hour of consultation. 
Put student more on his own.” 


“Advanced classes—3 credit hour classes meet 
twice weekly; assign more homework.” 


More Effective Teaching Methods 
A. Examinations: 
1. Standardized 
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2. Objective 
3. Use of graders 
B. Outside assignments 
1. Greater use 
2. Correcting 
C. Teaching 
1. Preparation 
2. Text material 
D. Visual aids 


Examinations 

When there are several sections of the 
same course, uniform examinations might 
be given to all sections at a common hour. 
This will create scheduling problems, but 
hardly insurmountable ones. In addition, 
there will be differences of opinion as to 
scope and content of examinations. If 
written by the several professors on a 
rotating basis, at least each one will have 
an opportunity at some time to give ef- 
fect to his own pet theories. Such a system 
necessarily requires a willingness to com- 
promise. 

The mere mention of objective tests 
provokes violent resistance on the part 
of some teachers. We suspect that in some 
cases this reaction stems from prejudice 
rather than from experience. The objec- 
tive type generally requires considerable 
time and thought in preparation; cor- 
recting them, however, is a “breeze.” 
Those using them generally find that the 
scope of coverage is far greater than the 
usual problem or essay type. An account- 
ing examination need not be solely essay 
or objective, but a combination of the two. 
If a compromise is made, we will have the 
benefit of the essay or problem type in 
forcing the student to show his ability to 
apply his understanding and the advan- 
tages of the objective type: time saving, 
breadth of coverage, and ease in correc- 
tion. 

The employment of graduate or under- 
graduate students as graders will relieve 
instructors of the drudgery of correcting 
examinations. While some may say that 
the quality of the correcting will de- 


493 
RE- 
um 
sing 
who 
ns, 
in 
mic 
ug- 
pt- 
of 
Dut 
Ses 
vay 
ly. 
ay 
ed 
he 
lar 
m- 
nd | 
of- | 
tle | 
of 
ic 
be 
es, 
ve 
aS 
It 
las 
ed 
d 
ty 


494 The Accounting Review 


teriorate, certainly there can be no charge 
of bias or prejudice. 

We believe that enrollment pressure will 
compel us to re-examine many practices of 
long standing. 


Assignments 


Greater use of outside assignments 
might permit course coverage with less 
class time. It is also possible that the 
student’s intellectual stature will be 
heightened in consequence. Several in- 
structors questioned the necessity for cor- 
recting assignments except on a test basis; 
the suggestion was also made that mimeo- 
graphed solutions be distributed on a se- 
lected basis. Probably most instructors 
would agree that students should accept 
a greater share of responsibility for their 
own education. 


Teaching 


In many cases teachers are loaded down 
with work that is purely clerical in nature, 
and spend so much time in counseling and 
committee activities that teaching neces- 
sarily suffers. Relief, even partial, from 
some of these chores would enable a 
teacher to give more time to planning and 
preparing his lectures in advance. More 
effective teaching would result. 

The never-ending quest for truly ef- 
fective text material goes on. While we 
are not pessimists by nature, we doubt 
that the search will ever end. Several 
professors commented on the quality of 
existing material and urged the develop- 
ment of material by organizations such as 
ours to be used on a national basis. Text 
material has always been an important 
factor in teacher effectiveness; with the 
prospect of less experienced personnel in 
the ranks, it becomes doubly important. 


Visual Aids 

At Madison there was genuine interest 
in the use of TV as a teaching medium. 
The co-chairmen enlisted the aid of Pro- 


fessor I. E. McNeill, who is giving courses 
in accounting via TV at the University of 
Houston, to discuss its possibilities. The 
use of TV in teaching accounting is small 
at the present time but it certainly is an 
area that holds promise for the future. 
Other visual aids, less glamorous and 
costly than TV, offer opportunities for 
greater efficiency. Our survey showed, 
however, that few schools were actually 
making use of slides, transparencies, 
opaque projectors, and similar devices. 


Changes in Class Sise 


A. Possibilities: 
1. Increase class size, or 
2. Large lecture classes with smaller labs 
staffed with: 
a. Instructors 
b. Graduate assistants 
c. Undergraduate accounting major 
B. Arguments for iarge classes: 
. Economy of cost 
. Fewer but better teachers 
. More students exposed to top teachers 
Greater variety of student reactions 
Marks not influenced by prejudice 
. Better preparation; better lectures 
rguments against large classes: 
. Difficulty in hearing or seeing 
Limits class discussion 
Lack of personal contact 
Submerges timid student 
Lessens student interest 
. Individual attention suffers 
. Facilities not adequate 


YN ED AWE 


Probably the best possibility for solving 
the increased enrollment problem lies in 
the area of class size. This is, without 
doubt, an explosive issue on which feelings 
run high. 

The economic advantages of an increase 
in class size are so apparent as to require 
little comment. An often overlooked ad- 
vantage is the improvement in the quality 
of the lecture. With a small group, the 
compulsion or necessity for advance plan- 
ning of the lecture may not exist; there is 
a greater tendency to “play it by ear.” 
With a large group the obligation to plan 
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in advance tends to be greater and, as a 
result, the lecture should be of higher 
quality. 

Another advantage of the large class is 
that the influence of an outstanding 
teacher is not limited to a few students. A 
poor teacher is not made into a better one 
by having small classes; his mediocrity is 
simply visited on fewer victims. It is not 
dificult to predict a student’s decision on 
the question: large class with a top flight 
teacher or small class with a mediocre 
teacher. 

The large class, of course, has draw- 
backs. Personal contacts between teacher 
and student tend to suffer, although 
smaller laboratory sessions may fill this 
gap. The timid and non-aggressive student 
is not drawn out in a large group. Plant 
facilities in many schools were not de- 
signed for large classes; seeing and hearing 
by the student is difficult or strained. 

To schools which already have relatively 
large classes, the question is purely aca- 
demic. The fact that large classes have 
been successful cannot be lightly dismissed. 
While not conclusive in itself, it is a factor 
that should be considered by those who 
debate the issue, and by those who ques- 
tion the wisdom of any increase. Those 
replying to the questionnaire were asked 
to express ideas on how best to cope with 
the whole problem of meeting increased 
enrollments. Some 24 professors suggested 
larger classes. It is interesting to note the 
present size of the elementary accounting 
classes of these professors. 


No. of Schools Present Class Sise 


Seven suggested that large lecture 
classes should be accompanied by smaller 
lab or discussion sections. Several indi- 
cated that greater use of visual aids would 
be helpful in dealirig with larger groups. 
The point was also made that better 
blackboards and lighting, in addition to 
public address systems, would help. 

Quotes: 


“It is more important that the teacher be quali- 
fied than that the size of the class be kept small.” 


“Perhaps we need: 
1. Mass instruction 
2. Individual treatment for students accord- 
ing to their needs.” 
“TI tried a class of 60 this spring. It was no harder 


than teaching 40, and grade results were the 
same.” 


“Large lecture sections with smaller quiz sections 
appears to be a fairly satisfactory solution.” 
(Present size 35.) 


“‘We tried larger lecture sections (50 students) in 
Cost Accounting with small lab classes (25 stu- 
dents); it worked very well.” 


Six professors indicated they did not 
favor increasing class size. The size of the 
elementary accounting classes of these 
professors was: 


No. of Schools Present Class Size 


“Quality of accounting instruction deteriorates 
rapidly when a class becomes too large. There is 
no substitute for the student-teacher relation- 
ship.” (Present size 32.) 


“ _.. if skill in analyzing business problems in- 
volving accounting techniques is stressed, small 
classes are necessary to permit individual evalua- 
tion of student’s work.” (Present size 30.) 


“We feel that the way not to meet increased en- 
rollment is to increase class size.” (Present size 
38.) 


“T may be old fashioned, but I do not see how we 
can maintain our quality and increase the size of 
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sections over 35 students. Accounting students 
need small classes for effective discussion, ques- 
tions, personalized demonstrations on the black- 
board.” (Present size 25-35.) 


“T consider increasing the size of classes most un- 
desirable.”’ (Present size 40.) 


The conclusions on class size at the 
round table were essentially as follows: 


1. Some increase in class size is inescapable. 

2. That every effort should be made to devel- 
op methods of dealing with large classes 
and that there should be maximum inter- 
change of ideas among colleges. 


A practical viewpoint on this issue is the 
observation of a dean of an Eastern state 
university: “Much of the opposition to 
large classes would vanish if, in addition to 
normal salary adjustments, a further 
salary adjustment were specifically desig- 


nated as one on account of increased class 
size.” 

When discussion centers on the prop- 
osition that class size be enlarged, a 
question naturally arises as to the extent 
of the proposed increase. We doubt that 
many proponents of larger classes think 
in terms of classes numbering 150, 250, or 
more students. We believe that the in- 
crease contemplated by most is in terms 
of approximately 50 to 60 students. It is 
our opinion that the proposition of en- 
larging class size goes hand in hand with 
other possible changes, including better 
examination practices, liberal use of as- 
sistants as proctors, graders, etc., and re- 
lief from clerical drudgery. To us, the 
question is, “Can class size be increased if 
the professor is given adequate correcting 
and clerical assistance?”’ 


THE ACCOUNTING TEACHER TURNS TO ELECTRONIC 
DATA PROCESSING* 


ALTon G. SADLER 
University of North Carolina 


s the International Geophysical 
A Year, July 1, 1957, to December 31, 
1958, progresses, educators are 

trying to ascertain what changes, if any, 
should be made with respect to the science 
requirements in the present undergraduate 
and graduate curricula. At the same time, 
accounting teachers should be preparing 
themselves for the parts which they are to 
play in planning their participations in the 
education of young people in and out of 
college about the developments in the field 


* The importance of electronic data processing was 
emphasized for the writer in the summer of 1957 during 
a month faculty residency with the General Ac- 
counting Office in Washington, D. C., when he was as- 
signed to the Advanced Scientific Staff of the Account- 
ing and Auditing Policy Division. Most of the material 
for this article was obtained while in this program, 
which made possible visits to various EDP installations. 


of electronic data processing.! So great is 
the advancement in production and sales 
of electronic data processing machines 
that many business firms and educational 
institutions have installed computation 
centers, so that all related data will be 
channeled through these centers. So great 
is the impact on business, government, 
and our national economy that the im- 
portance of electronic data processing is 
being discussed in almost every issue of 
business, professional, and scientific mag- 
azines. 

The purpose of this article is to give 
accounting teachers a point of contact with 


1 Since several Federal Governmental Agencies are 
using the term Automatic Data Processing, readers 
should interpret Electronic Data Processing to be syn- 
onymous with Automatic Data Processing. 
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electronic data processing, omitting spe- 
calized terms and techniques, with suffi- 
cent information that interest may be 
created and action may be taken in chang- 
ing curricula in accounting. Some parts of 
electronic data processing may be in- 
cluded in existing courses, and new courses 
may be designed especially for electronic 
data processing. 

James Gibbons, Price Waterhouse & 
Co., in his article ‘“Let’s Look at the 
Available Business-Data Processing,’’ Con- 
trol Engineering, July 1956, wrote: 


Today, with systems specialists analyzing and 
evaluating data-processing equipment for a myr- 
iad of specific clerical applications in various 
companies, and with the equipment itself rang- 
ing from an abacas to a NORC, it is important 
that these devices be defined and classified. For- 
tunately, definitions have recently been provided, 
which, if not scientifically precise, at least bear 
the unmistakable stamp of authority. In a recent 
court finding? a tabulating system is defined... 
any group of machines capable of entering, con- 
verting, receiving, classifying, computing, and re- 
cording alphabetic and/or numeric accounting 
and/or statistical data by means of tabulating 
cards, and in which tabulating cards are used for 
storing data and communicating it within the 
system.... On the other hand, an electronic- 
data-processing system “‘. . . shall mean any ma- 
chine or group of automatically intercommuni- 
cating machine units capable of entering, receiv- 
ing, storing, classifying, computing and/or re- 
cording alphabetic and/or numeric accounting 
and/or statistical data without intermediate use 
of tabulating cards, and which system includes 
one or more central data-processing facilities and 
one or more storage facilities and has either: 

1. the ability to receive and retain in the stor- 
age facilities at least some of the instruc- 
tions for the data-processing operations re- 
quired, or 

2. means, in association with storage, inher- 
ently, capable of receiving and utilizing the 
alphabetic and/or numeric representation 
of either the location or the identifying 
name or number of data in storage to con- 
trol access to such data, or 

3. storage capacity of 1,000 or more alpha- 


* CIVIL ACTION No. 72-344, United States District 
Court for the Southern District Court of New York, 
United States of America vs. IBM. 
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betic and/or decimal numeric characters or 
the equivalent thereof... .” 


Following is an excerpt from an article 
in the Harvard Business Review, Septem- 
ber—October, 1957, “Never Overestimate 
the Power of a Computer—It Can Do the 
Calculating, But It Can’t Do the Plan- 
ning,” by Ralph F. Lewis of Arthur Young 
& Co.: 

In solving research and engineering problems, 
for example, the main contribution of the com- 
puter is speed in handling long, complicated cal- 
culations. With business data, by contrast, the 
calculations are relatively simple, and the prin- 
cipal problem is the getting large masses of data 
into and out of the system. 


EDUCATIONAL PROGRAMS 


Manufacturers of EDP equipment, gov- 
ernmental agencies, business firms, and 
educational institutional institutions have 
cooperated in the establishment of many 
computation centers to serve various sec- 
tions of the United States. Some of these 
are: 

Massachusetts Institute of Technology Compu- 
tation Center 

Georgia Institute of Technology 

University of Michigan 

Western Data Processing Center, University of 
California at Los Angeles 


Each institution offers EDP courses in 
several areas. The Watson Scientific Com- 
puting Laboratory at Columbia Univer- 
sity was established in the 1930’s under a 
grant from the International Business 
Machines Corporation (afterwards re- 
ferred to as IBM) as a research center in 
the use of data procession equipment for 
scientific computing. Since that time 
thousands of people from industry and 
academic institutions have been trained in 
the use of punched card equipment and 
more recently in the IBM 650 system for 
scientific calculations. The Watson Lab- 
oratory is a department of Columbia 
University and offers regular semester 
courses and short courses during the col- 
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legiate year as well as specialized and 
short courses during the summer sessions. 

Some manufacturers of electronic equip- 
ment have made important contributions 
in this area by holding special schools for 
interested persons engaged in business. 
These schools are held periodically in their 
plants as well as in the large cities and 
universities. Below are some of the more 
important programs: 


IBM Educational Contribution Program 


By the end of 1957 approximately 36 
institutions were participating in the IBM 
650 Program. It is expected that there will 
be about 51 participating institutions by 
the end of 1958. In the 700 series Program 
there are currently three schools par- 
ticipating with several additional par- 
ticipating institutions planned for the 
year 1958. In the basic punch card ma- 
chine field there are about 52 additional in- 
stitutions using such equipment solely for 
educational purposes. These programs are 
in addition to the several hundred institu- 
tions which use IBM equipment for in- 
ternal record keeping and make some ad- 
ditional use of it for educational pur- 
poses. 

IBM has also conducted several courses 
in Endicott, New York, for college teachers 
and have encouraged many professors to 
participate in their regular training pro- 
gram available in branch offices through- 
out the country. For 1958, IBM plans to 
hold similar sessions, at least one of which 
will be designed specifically for professors 
of business administration. Furthermore, 
assistance is available from the local 
branch offices at all times to colleges and 
universities which wish to conduct courses 
in data processing. 

Remington Rand, Division of Sperry Rand 
Cor poration 
Last summer, Remington Rand con- 


ducted classes at the following locations: 
Pace Institute of New York; University of 


Pennsylvania in Philadelphia; Babson 
Institute in Wellesley, Mass., for the 
Boston area; University of Chicago; Uni- 
versity of Houston; and in the branch 
office in Los Angeles. 


ALWAC Corporation (Axel-W enner-Gren 
Automatic Computer Cor poration) 


This firm’s educational program for 
1957 and 1958 consists of: two week 
ALWAC IITI—E Coding Courses, four 
week ALWAC MIII—E Maintenance 
Courses, one to four Executive Seminars, 
and one month Coding and Maintenance 
Courses (on installation). 


COURSE CURRICULA 


It would be preferable for educational 
institutions to have equipment in order to 
teach EDP; however, without such equip- 
ment, a general course of an introductory 
nature in EDP may be offered to students 
of business, sciences, and other areas. Pre- 
requisites of an introductory course would 
be one year of accounting and one course 
in production management. Specialized 
courses could then be developed as needed 
in the various areas; for these some equip- 
ment would be essential. 

At the present time, schools which do 
-not have EDP installations could supple- 
ment the teachers’ instructions with 
guest lecturers from manufacturing firms 
and from business, scientific, and govern- 
mental organizations who would explain 
the scientific and business applications. 
Service centers are available for demon- 
strations of applications as well as for 
class instruction in the uses and operations 
of various types of equipment. 

It appears that in business administra- 
tion schools, courses such as cost account- 
ing, auditing, and accounting systems, 
might well be revised to include at least an 
introduction to data processing. It has 
been said that if just one teacher in each 
accounting department would become 
interested in EDP, then education and 
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business can progress rapidly toward a 
common goal in this area. 

EDP has created many new problems 
for accountants and auditors. Many of the 
same or similar problems faced these pro- 
fessional groups when punch card systems 
made their entry into business. A new con- 
cept of accounting and auditing now con- 
fronts professional accountants and teach- 
ers. Accounting teachers need to utilize all 
assistance available in the difficult task of 
making these new concepts clear to stu- 
dents and in increasing their general ac- 
ceptance in education and industry. A 
complete new vocabulary must be learned 
in order to understand electronic systems. 
Of primary concern to everyone is the sub- 
stitution of machine “memory” devices 
for immediate accounting records and the 
effect this will have on maintaining an ade- 
quate “trail” for both auditing and operat- 
ing needs. 

Now would seem to be the time for 
teachers and their educational staffs to be 
planning for the coming years. Teachers 
can apply now for summer programs 
offered by the manufacturers and under 
faculty residency programs, requesting 
specifically that they be assigned to cor- 
porations and governmental agencies 
which have EDP system staffs set up as 
separate divisions from the internal audit- 
ing groups. Many colleges and manufac- 
turers offer courses in EDP in the summer 
and regular school sessions. 

Teachers of cost accounting will find 
certain areas in inventory control, pro- 
duction control, and cost analysis to be 
particularly interesting topics for applica- 
tions of EDP. The auditing courses may 
be revised to include applications of EDP 
in such areas as the following: review of 
internal control and its effectiveness, post 
audit versus current audit, audit objec- 
tives, evaluating internal control, the 
auditor’s responsibility for evaluating 
processing accuracy, applying audit pro- 
cedures, and problems of the changeover 
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period. Other areas in auditing might in- 


clude: review of control over input data, 


evaluation of built-in and programmed 
controls, and testing the output data. Ac- 
counting systems courses could follow 
some of the curricula proposed by the 
manufacturers of equipment. Both IBM 
and Remington Rand have proposed 
courses for EDP. However, each school 
might well attempt to develop a general 
course in EDP covering all types of ma- 
chines, explaining the limits, capacities, 
costs, and applications, with a limited 
amount of procedures. Field trips to serv- 
ice centers and various industrial and com- 
mercial firms using EDP equipment are 
recommended. 


AIDS FOR TEACHING 


Since materials are being published 
monthly by the many manufacturing firms 
and professional organizations, the teacher 
will have to develop the course in EDP 
from materials available at the beginning 
of the college term, and revise the course 
as other materials become available. 
Three books listed below have been used 
as texts in some schools and are considered 
excellent reference books: 
1. Electronic Data Processing for Business and 
Indusiry, Richard G. Canning. John Wiley 
& Sons. 1956. 332 pages. 

2. Introduction to Operations Research, Church- 
man, Ackoff, and Arnoff. John Wiley & 
Sons. 1957. 645 pages. 

3. Electronic Computers and Management Con- 
trol, Kozmetsky and Kircher. McGraw-Hill 
Publishing Co. 1956. 300 pages. 


Colored films are available from various 
management associations as well as from 
the manufacturers of equipment. The 
American Management Association, IBM, 
and Remington Rand have such films. 

One of the most useful reference books 
for an accounting teacher is: Report No. 
1010, A Second Survey of Domestic Elec- 
tronic Computing Systems, edited by Mar- 
tin H. Weik. This book was released in 
June 1957 by the Ballistics Research 
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Laboratories, Aberdeen Proving Ground, 
Maryland. This book of 453 pages gives 
the following abstract: 

Based on the results of a survey, the engineer- 

ing and programming characteristics of one hun- 
dred and three different electronic digital com- 
puting systems are given. The data are presented 
from the point of view of application, numerical 
and arithmetic characteristics, input, output and 
storage systems, construction and checking fea- 
tures, power, space, weight and personnel require- 
ments, production records, cost and rental rates, 
sale and lease policy, reliability and operating ex- 
perience, engineering modifications and improve- 
ments and other related topics. An analysis of the 
survey data, fifteen comparative tables, a discus- 
sion of trends, a bibliography, and a complete 
glossary of computing, engineering and program- 
ming terminology are included therein. 
The book has been updated and should be 
an excellent aid to teachers and students 
studying electronic systems. Also, this 
work has been reprinted in the interest of 
industry and research and made available 
to the public by the United States De- 
partment of Commerce, Office of Techni- 
cal Services, Washington, D. C., as Public 
Bulletin No. 111996R. 

Reference material for aid in teaching 
also may be found in “Automatic Data 
Processing Policy Reports” by John Die- 
bold & Associates, Inc., Management Con- 
sultants, published by Cudahy Publishing 
Company, Chicago. During the year 
ended May 1957 fifteen pamphlets were 
published on specialized topics pertaining 
to EDP. This service will give the teacher 
a knowledge of the results of the surveys 
conducted. Each area will add greatly to 
the accounting teacher’s knowledge in the 
preparation for participation in the teacher 
of EDP. 

SELECTED READING LIST 


Some of the published material more 
adaptable to the accountants requirements 
may be found in the following list of books, 
service, pamphlets, and selected articles: 


Books: 


American Management Association Publica- 
tions: 


Electronics in Action—Conference Handbook. 
Third Annual Electronics Conference and 
Exhibit, February 25-27, 1957. 234 pages. 

Keeping Pace with Automation. Special Re- 
port No. 7. 1956. 136 pages. 

Pioneering in Electronic Data Processing. 
Special Report No. 9. 1956. 160 pages. 

Establishing an Integrated Data-Processing 
System. Special Report No. 11. Septem- 
ber, 1956. 184 pages. 

Operations Research: A Basic Approach. Spe- 
cial Report No. 13. 1956. 112 pages. 

Electronics in Action—The Current Practica- 
bility of EDP. 1957. 156 pages. 

Ballistics Laboratories Report No. 1010. A Sec- 
ond Survey of Domestic Electronic Digital 
Computing Systems, edited by Martin H. 
Weik. June 1957. Aberdeen Proving Ground, 
Maryland. (Public Bulletin No. 111996R, 
United States Department of Commerce, 
Office of Technical Services, Washington, 

Canning, Richard G. Electronic Data Processing 
for Business and Indusiry. John Wiley & 
Sons, Inc. 1956. 332 pages. 

Chapin, Ned. An Introduction to Automatic 
Computers, D. Van Nostrand Company, Inc. 
Nov. 1957. 544 pages. 

Churchman, Ackoff, and Arnoff. Introduction to 
Operation Research. John Wiley & Sons, Inc. 
1957. 645 pages. 

Haskins & Sells. Introduction to Data Process- 
img. 1957. 107 pages. 

Kozmetsky and Kircher. Electronic Computers 
and Management Control. McGraw-Hill Pub- 
lishing Co. 1956. 300 pages. 

Wallace, Frank. Appraising the Economics of 
Electronic Computers. Controller’s Institute 
of America. 1957. 110 pages. 


Service: 

Diebold, John, & Associates, Inc. Automatic 
Data Processing Policy Reports. Cudahy Pub- 
lishing Co., Chicago. 

Pamphlets: 

Price Waterhouse & Co. The Auditor Encoun- 
ters Electronic Data Processing. International 
Business Machines Corporation. 1957. 24 
pages. 

Articles: 

National Association of Cost Accountant’s Bulle- 
tin: 

‘Anticipating the Impact of Electronic Data 
Processing,” Howard Hollander. June 
1957. 

“Automation Spurs the Changing Office,” 
Howard S. Levin. April 1956. 
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“Making Feasibility Studies,” Ralph Sims, 
Jr. June 1957. 

“Accomplishments to Date with Electronic 
Data Processing,” V. C. Wilson. June 
1957. 

Illinois C.P.A.: 

“Electronics—A Challenge to Auditors,” 
Robert G. Wright. Spring 1957. 

Institute of Internal Auditors: 

“Electronics and the Internal Auditors,” 
Virgil F. Blank. March 1957. 

Accounting Review: 

“Auditing Electronic Records,” Kaufman 
and Schmidt. January 1957. 

Journal of Accountancy: 

“The Audit of Machine Records,” Paul E. 
Hamman. March 1956. 
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Control Engineering: 


“Let’s Look at Available Business Data Proc- 
essing,” James Gibbons. July 1956, 
“What to Consider When You Buy EDP,” 
Charles E. Faulkner. November 1956. 
Harvard Business Review: 
“Never Overestimate the Power of a Com- 
puter,” Ralph F. Lewis. September—Octo- 
ber 1957. 
Fortune: 
“The Electronic Business,” William B. Har- 
ris. April 1957. 
“The Battle of Components,” William B. 
Harris. May 1957. 
“The Astonishing Computers,” William B. 
Harris. June 1957. 


STUDY OF HISTORY—GATEWAY TO PERSPECTIVE 


RicHARD H. HoMBURGER 
University of Wichita 


The rapid development of graduate 
study programs in accounting in recent 
years has brought about an increasing 
number of course offerings in Accounting 
History, a field of instruction which had 
been largely neglected by the majority of 
standard accounting curricula in this 
country during the earlier period. The 
traditional neglect of history in accounting 
instruction, as compared with instruction 
in other fields of the social sciences, such as 
economics and law, can be explained by 
two major factors. It may be maintained 
that modern accounting practice, geared 
to the legal requirements of the SEC and 
the Internal Revenue Code and guided by 
the most recent recommendations of the 
AICPA, draws only to a very small extent 
upon its historical heritage. Furthermore, 
many feel that accounting is primarily a 
professional skill to which historical re- 
search contributes little, if anything. 

What, then, is the reason for the in- 
creasing popularity of history courses 
within the last few years? In a superficial 


way, the course in Accounting History is 
thought of as a graduate “background” 
course designed to promote the student’s 
insight into and understanding of the 
underlying factors and problems of his 
major field of study. It is assumed that a 
review of historical foundations and de- 
velopments always deepens appreciation 
and understanding of modern conditions, 
regardless of the area of study. It is felt 
that graduate education in accounting 
should be of the same quality and depth as 
that offered in the other areas of the social 
science field. 

While this may be well as a precept, it 
must not be forgotten that most graduate 
students in accounting are practitioners or 
future practitioners concerned primarily 
with the improvement of their skills to 
deal more competently with the problems 
of modern accounting practice. For many, 
the CPA examination still looms as the 
major goal to achieve. To have meaning 
and purpose for those students, the history 
course must be much more than a study of 


ook. 
and 
ges, 
Re- 
ing. 
ing 
pe- 
ica- 
ital 
H. 
d, 
ce, 
on, 
ing 
& 
to 
| 
b- 
of 
te 
1C 
al 
4 
e 


502 The Accounting Reriew 


historical data. Even a mere comparison of 
past and present practices will not do. In 
approach and content the course must be 
designed to evaluate critically, by way of 
comparison, past and present theories and 
procedures in the light of the requirements 
set by the social and economic conditions 
of each period and each country. The 
primary objective of this approach must 
be the improvement of the professional 
competence and judgment of the modern 
accountant. 

The study of history can help to improve 
judgment and competence by bringing 
present-day theories, conventions, and 
practices into perspective, by awakening 
the student’s consciousness of their rela- 
tionship to our economic and legal en- 
vironment. A few examples will serve to 
illustrate this point. 

In modern elementary and intermediate 
accounting instruction the two primary 
financial statements, the balance sheet and 
the income statement, are presented to the 
student as the logical basis and ultimate 
objective of double-entry bookkeeping and 
accounting. This is educationally sound 
and largely in line with our present-day 
needs. But it makes it somewhat difficult 
to appreciate a possible need for a double 
entry set of records without the use of 
formal financial statements as one may 
find in personal or household bookkeeping, 
or the need for a limited set of single entry 
records for special situations. A look at 
pre-Pacioli accounting history shows that 
certain forms of single entry records served 
a useful purpose before the advent of 
double entry, and that double entry itself 
was appreciated for its control aspects be- 
fore financial statements meeting the mod- 
ern requirements of form and classifica- 
tion were developed or even desired. The 
student may also find that certain ap- 
proaches to modern accounting which to 
him are advanced subject matter, such as 
tracing the flow of invested funds, and the 
charge-discharge approach characteristic 


for fiduciary accounting, have earlier 
origins in history than the balancing bal- 
ance sheet—presumably because they 
meet more basic needs of society. 

The principles of asset valuation— 
namely cost as the primary valuation 
basis, with a lower market value as a ceil- 
ing being applied only to current assets, 
and a systematic depreciation adjustment 
on some theoretical basis applicable to 
plant and equipment are, again, doctrines 
to which the modern accounting student 
is exposed very early in his course of study. 
At this point, lower of cost or market, 
where it applies, is usually explained by 
the need for conservatism. As the student’s 
understanding of accounting procedures 
matures, he becomes more aware of the 
technical interrelationship between in- 
come statement and balance sheet, and of 
the problems of income measurement. 
Then, in the more advanced courses, he 
meets the rather unpopular doctrines 
which recognize asset valuation at market, 
and which he learns to know as an un- 
desirable by-product of rising prices and 
high income taxes. On the other hand, an 
objective look at accounting history will 
show “market” as the originally preferred 
basis of valuation for current assets, es- 
pecially inventories, as well as fixed or 
equipment assets in terms of measuring 
the periodic depreciation adjustment. And 
the student will thus be better able to 
understand the mutual influence which 
tax legislation and accounting doctrines 
have exercised upon each other, and the 
limitations to which any method of estab- 
lishing accounting values must necessarily 
be subjected. He will come to realize that 
our modern concepts of operating income, 
accrual accounting, and systematic write- 
offs of unamortized costs are tools that 
evolved slowly to serve the specific needs 
of our modern economy. 

Such a “perspective” view of the ac- 
counting concepts and procedures of the 
past as well as of the present is difficult to 
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achieve by a systematically chronological 
presentation of available historical ma- 
terial, beginning with the ancient civiliza- 
tions and ending with the recognized pro- 
cedures of our time. Most European texts 
on accounting history, dating back to the 
turn of the century and earlier, have taken 
this approach. Aside from the lack of con- 
tinuity in the development of accounting 
institutions throughout the world, lack of 
reliable information on many important 
periods and areas, even today, makes this 
a difficult path to follow. Furthermore, the 
contact between the past and the present 
is lost too easily if certain periods of his- 
tory are made subjects of study for their 
own sake. Alternative approaches used by 
modern writers include those where certain 
concepts or institutions, such as deprecia- 
tion or by-product accounting, are traced 
from their earliest origins to the present 
time, and those where certain outstanding 
episodes of accounting history are selected 
for isolated and detailed study. While all of 
these methods of presentation have merit, 
it is fortunate that in the classroom a cer- 
tain degree of flexibility and informality is 
feasible and even desirable. Therefore, the 
first half of the course may well lay a 
foundation upon which further specialized 
study can be built. This first part will then 
include a survey of the socio-economic 
conditions found during the earlier periods 
of history, and of the legal, financial, and 
accounting practices evolved under those 
conditions, as far as we know them. The 
evolution of double-entry procedure in 
Pacioli’s time should conclude this basic 
survey. If the known accounting practices 
of this earlier period are closely aligned 
with its economic, financial, and legal his- 
tory, a preliminary comparison with mod- 
em conditions as to causes, objectives, and 
results can be achieved without too much 
effort. On the other hand it seems quite im- 
practical to trace the development of mod- 
ern accounting in its many ramifications as 
asingle unit, step by step. Evolution of the 
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public accounting and auditing profession 
was one distinct development, that of in- 
dustrial cost finding and cost analysis was 
another. The same is true of governmental 
accounting procedure. Each one of the 
various phases of accounting activity had 
its own origins, motivation, and pioneering 
activity. It also appears that each of a 
number of basic theoretical concepts, such 
as income or depreciation, has had its own 
historical development. For these reasons, 
tracing the various strands of modern ac- 
counting development separately and, per- 
haps, attempting to tie them together at 
the final class meeting, viewing them as 
distinct consequences of one primary 
cause, namely modern industrial develop- 
ment, will aid the student toward the 
broader perspective which he seeks. If, 
furthermore, each student is asked to do 
some individual research in any specific 
area of modern accounting development, 
and to submit his findings to class discus- 
sion, this will stimulate his own interest as 
well as that of the rest of the class. 

The course in Accounting History is now 
fairly well established as an essential part 
of the graduate curriculum in accounting. 
With the increased emphasis now being 
placed on the why rather than the how in 
elementary accounting instruction, one 
may ask whether a bit more historical per- 
spective should not be injected into our 
undergraduate courses as well. Since the 
terms debit and credit are introduced at the 
very beginning of our accounting training 
program, they could perhaps be explained 
in their original meaning by way of a 
modified and modernized version of ‘“ac- 
count personification.” And if we chose to 
include a discussion of cost or market valu- 
ation concepts in our elementary texts, we 
might, perhaps, make use of two time- 
tested concepts of income, namely that of 
increase in wealth on one hand, and that of 
fruit of our efforts on the other, to help ex- 
plain their significance. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the first half of 
the C.P.A. examination in accounting practice May 14, 1958. 

The candidates were required to solve problems 1, 2 and 3 and either problem 4 or 
problem 5. The total weight assigned to this section of the examination was 50 points 
and the examiners point out that the suggested time allowances given below are approx- 
imately proportional to the point value of the various problems. 

The suggested time allowances are as follows: 


T= following problems were prepared by the Board of Examiners of the American 


Problem 1 20 to 35 minutes 
Problem 2 50 to 75 minutes 
Problem 3 70 to 100 minutes 
Problem 4 or 

Problem 5 40 to 60 minutes 


The time allowed for this section of the examination was four and a half hours. 


Number 1 


X and Y operated a restaurant in New York City as equal partners. They leased the 
building at a monthly rental of $300, beginning January 1, 1957 and ending December 
31, 1966. 

Their books of account disclosed the following information for the year 1957: 


Gain on sale of A Corp. Common Stock: 

Purchase of heavy kitchen equipment, including stoves, refrigerators, etc..............----..00005- 

Contribution to National League of Women Voters............. 
Loss on sale of B Corp. Common Stock: 


Each of the partners devoted full time to the business and withdrew $75 per week 
during the taxable year which is not included above. Profits and losses were shared 
equally. 
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The following year-end adjustments should be considered: 


The furniture and 7 liances were estimated to have a 10-year life. The leasehold improvements have an 
expected useful life of 1 " years. Assume a full year in 1957. Dishes worth $1,500 were on hand on December 31, 
1957, There was a $400 food inventory at the end of the taxable year. 

This problem relates to U. S. Income Tax and should be answered in accordance with 
the Internal Revenue Code of 1954. 


You are to prepare in good form: 

a. A schedule of ordinary income for the partnership. 

b. A schedule showing each partner’s share of income credits and deductions (Sched- 
ule K). 


Number 2 


The Adams-Story Partnership of which Adams is manager has had difficulty in meet- 
ing its obligations as the debts matured. If the business is dissolved it will require six 
months. The bookkeeper prepared the following trial balance. 

ADAMS-STORY PARTNERSHIP 


TRIAL BALANCE 
APRIL 15, 1958 


Equipment contract payable (purchased on a conditional sale contract).............. 6,400 


An analysis of the accounts revealed the following: 


(a) Cash in First Bank, $8,000; in Second Bank, $12,000. 

(b) Of the accounts receivable, 60% are good and fully collectible, 30% are doubtful 
and considered to be only 80% collectible, the remaining 10% are worthless. 

(c) All notes are good and are pledged as security on notes payable to the Factor 
House of $50,000 with accrued interest of $500. 

(d) Of the notes which were discounted at the Manning Bank it is estimated that one, 
amounting to $2,000, will not be paid at maturity or thereafter. 
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(e) All finished goods will be sold for 20% less than their cost. Work in process can- 
not be sold until finished and can be completed by incurring labor and material costs of 
$9,000 of which $3,000 will be from raw material inventory. The balance of the raw 
material inventory will realize $5,000. 

(f) The prepaid insurance which expires October 15 has a short term cancellation 
value on April 15 of $900. 

(g) Property held in trust is in the form of stocks and bonds with realizable value of 
$24,000. The partnership is entitled to a fee of $600 per year, payable April 15, for their 
services. Cash was not available in the trust for the payment, therefore the fee was not 
recorded. 

(h) The machinery and equipment with a book value of $8,000 will realize $5,000. 

(i) The land and building may be sold for $38,000, however the morgage holder has 
indicated a willingness to cancel the debt and assume all encumbrances for the surrender 
of title to the real estate. Interest on the mortgage was paid on January 15. 

(j) The wages and commissions were last paid in full on December 31. Commission 
salesmen were dismissed on February 15. Accrued wages in the trial balance are: 


Burke, bookkeeper (to April 15)........ $1,400 
Commission salesman (to February 15)......... 300 
Adams, manager (to April 15). 1,750 

$3,450 


(k) The partnership owes the Second Bank a note of $10,000. 

(1) The estimated administrative expenses are $3,000. 

(m) While Adams has personal liabilities which are approximately equal to his per- 
sonal assets, Story’s personal assets exceed his personal liabilities by $2,800. 


You are required to prepare: 


a. A statement in good form showing the estimated deficiency, if any, to unsecured 
creditors, and 
b. A statement showing the estimated amounts available for each class of creditors. 


Number 3 


A client submits the following details about The Appliance Business to be formed: 
Estimated sales in terms of units by months: 


Each appliance will be sold for $200. It is anticipated that 25% will be sold for cash 
and the balance on an installment contract. The installment contract requires a down 
payment of 10% and ten monthly payments of $20 each which include the finance 
charge. The finance charge is assumed to be earned in proportion to the collections on 
installment contracts. 

The appliances cost $125 each. Their purchase can be financed by paying 20% down 
with a non-interest bearing floor-plan note for the balance. This balance must be paid 
at the end of the month in which the appliance is sold. An average inventory of 200 
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ynits should be maintained. The same purchase terms will be available for all replace- 
ments. 

The installment contracts will be pledged as collateral for loans of 60% of the unpaid 
balance. These loans will be reduced, monthly, by 60% of all installment collections 
received. The client agrees to maintain a minimum bank balance of $15,000. 

Salesmen will be allowed a commission of $20 per unit to be paid the month of the 
sale. Other variable expenses will be approximately $30 per unit sold. Other fixed ex- 
penses are estimated at $1,200 per month. Interest expense on bank loans will be 6% per 
annum on loans outstanding at the end of the previous month. 

Assume that payments to the manufacturer and monthly advances from the bank 
will be consummated on the last day of each month. Bank interest will be payable 
monthly following the date the loan is received. For budgeting purposes all computa- 
tions should be to the nearest ten dollars. 


From the foregoing information you are to prepare a cash budget by months, with 
appropriate supporting schedules, which will summarize cash receipts, cash disburse- 
ments, and additional cash investments required to comply with the terms of the bank 
loan. 


Number 4 
The City of Bergen entered into the following transactions during the year 1957: 


(1) A bond issue was authorized by vote to provide funds for the construction of a 
new municipal building which it was estimated would cost $500,000. The bonds were to 
be paid in ten equal instalments from a sinking fund, payments being due March 1 of 
each year. Any balance of the bond fund is to be transferred directly to the sinking 
fund. 

(2) An advance of $40,000 was received from the General Fund to underwrite a de- 
posit on the land contract of $60,000. The deposit was made. 

(3) Bonds of $450,000 were sold for cash at 102. It was decided not to sell all of the 
bonds because the cost of the land was less than was expected. 

(4) Contracts amounting to $390,000 were let to Michela and Company, the lowest 
bidder, for the construction of the municipal building. 

(5) The temporary advance from the General Fund was repaid and the balance on 
the land contract was paid. 

(6) Based on the architect’s certificate, warrants were issued for $320,000 for the 
work completed to date. 

(7) Warrants paid in cash by the treasurer amounted to $310,000. 

(8) Due to changes in the plans the contract with Michela and Company was revised 
to $440,000; the remainder of the bonds were sold at 101. 

(9) Before the end of the year the building had been completed and additional war- 
rants amounting to $115,000 were issued to the contractor in final payment for the work. 
All warrants were paid by the treasurer. 


Required: 


a. Record the above and closing entries in bond fund T-accounts. Designate the 
entries in the T-accounts by the numbers which identify the data. 
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b. Prepare applicable fund balance sheets as of December 31, 1957, considering only 
the proceeds and expenditures from bond fund transactions. 


Number 5 


A corporation’s only business is the ownership and operation of a large office building 
on leased land. The lease will expire, and the building will become fully amortized, in 
five years. The building is in excellent condition and fully occupied at favorable rental 
rates. There has been considerable appreciation in the value of the property. Since de- 
preciation is based on costs of forty years ago, the date of construction of the building, 
the corporation’s taxable income is unusually large. Corporate management believes 
that the building and balance of the leasehold could be sold at a price which would effect 
a substantial tax advantage to the corporation while still leaving a profitable operation 
to the buyer for the balance of the five years. There has been only slight variation in 
profits for each of the past five years. 


AVERAGE OF PROFIT AND LOSS STATEMENTS 


Expenses: 

Depreciation (straight line)...................... 100,000 500 ,000 


You are to indicate a proper range of bargaining as to price, based on the average of 
profit and loss statements assuming no change in income, expense, or tax rates. The sale, 
if made, would be a cash sale. Ignore any possible relationship between buyer and seller 
and any residual value of furnishings at the expiration of the lease. Ignore interest or 
discount, alternative uses of the funds by either the buyer or the seller, or any other 
variables. 


a. What is the least the seller could take? 
b. What is the most the buyer could pay? 


So 


(b 
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Solution to Problem 1 


(a) 
Depreciation 
Amortization of leasehold improvements (Note 2)...............0:ceeeeeeeceenes 350 
$87,300 $95,000 
87,300 
(b) Partner X Partner Y 
NoTEs: 
(1) Declining balance depreciation 2X 10% = 20% full year. 
(2) Life of lease 10 years—10% per year. ) 


(3) Withdrawals not deemed to be guaranteed payments. 
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Solution to Problem 2 


Ledger 
Balance 
$ 12,000 


9,000 
1,200 


8,000 
40,000 


$267 ,900 


* Red. 


ADAMS-STORY PARTNERSHIP 
STATEMENT OF AFFAIRS 


APRIL 15, 1958 


Assets 
Cash in Second Bank 


Less: Note payable. . 
Interest payable 


Cash in First Bank......... 
Accounts receivable, less reserve. . 
Good 


Doubtful 


Notes receivable, pledged as security to dented secured creditors— 


Work in process inventory. . 
Cost to complete 


Total 


Value when completed—80% of $29,000. . Bepcar 
Less cost to complete 


Raw materials: 
Transfer to work in process Pasa 


Prepaid insurance 
Machinery and equipment, less reserve, $1,000—deducted contra—es- 


Land and building, less reserve, $5,000—estimated value $41,600—de- 


Estimated excess of Story’s personal assets over his personal liabilities 


Creditors with priority 


Deficiency to unreserved creditors 


Totals 


Expected 
to Realise Shrinkage 
$ 1,900 
8,000 
60,000 
24,000 $ 6,000 
6,000 
2,000 
12,000 3,000 
14,200 5,800 
8,000 1,000 
1,200 
600 *600 
3,000 
*1,600 
2,800 *2,800 
$131,500 $23,000 
4, 
$127,500 
6, 
$133 , 800 


Se 


$12,000 
$10,100 4 
8,000 
96,000 $ 4,000: 
— 
700 Interest receivable—deducted 
12,000 Notes receivable discounted—deducted contra—estimated value..... $10,000 
........ 
9,000 
| | ... $29,000 
9,000 
12 
5,000 1 
No 


ss 


* 
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ADAMS-STORY PARTNERSHIP 
STATEMENT OF AFFAIRS 


APRIL 15, 1958 
Ledger 
Liabilities to Roa 
Creditors with priority—deducted contra 
$ 800 Wages payable (see Nore) 
200 Payroll taxes 
—_ Administrative expenses estimated at $3,000 
Fully secured creditors—deducted contra 
10,000 Note payable—Second Bank 
100 Interest payable 
40,000 Mortgage payable 
400 Interest on mortgage 
1,200 Real estate taxes 


Partially secured creditors 
$46,700 $ 3,800 
Less: Machinery and equipment at estimated value (contra)................ 5,000 1,400 
Unsecured creditors 
Capital 
17,725 Adams, capital $15,975, plus accrued salary $1,750 
1,975 Story 


Nore: Wage claims not in excess of $600.00 to any one person and earned within the past three months have a 
prior claim in liquidation. 


8 


Two thirds of the commission due salesmen is assumed to have been earned during the past three months. 


il 
i 
| 
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ADAMS-STORY 
STATEMENT SHOWING ESTIMATED AMOUNTS AVAILABLE TO CREDITORS 
APRIL 15, 1958 


Estimated 
Ledger Amount Total 
Balance Available 
Creditors with priority 
Administrative expenses—estimated . . 3,000 $ 4,000 
Fully secured creditors 
10,000 Note payable—Second Bank. . $ 10,000 
40 ,000 Mortgage payable.......... 40 ,000 
1,200 Real estate taxes...... : 1,200 51,700 
Partially secured creditors 
$50 , 500 
Less: notes receivable and interest.......... 46,700 $ 46,700 
Balance—available 95.29%.............. $ 3,800 3,621 
$ 50,321 
Less: notes receivable............. 10,000 $ 10,000 
Balance—Available 95.29%. ................ $ 2,000 1,906 


Less machinery and equipment............ in 5,000 $ 5,000 


$ 6,334 68, 561 


Unsecured creditors 
125,700 Accounts payable—95. 29% of 925, 700........ 119,780 120,638 


$244, 899 


Sols 
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Solution to Problem 3 
THE APPLIANCE BUSINESS 
ESTIMATED CASH RECEIPTS AND DISBURSEMENTS AND ADDITIONAL 
CASH INVESTMENT 
FOR SIX MONTHS ENDED JUNE 30 
January February March April May June 
Sales (units) : 
100 160 180 220 380 360 
Cash sales (25% of total sales)............... 25 40 45 55 95 90 
Installment contract sales................. 75 120 135 165 285 270 
Cash receipts: 
Balance carried forward..................... $ $ 8,050 $ 8,650 $14,150 $9,360 $ 12,400 
wi 15,000 6,950 6,350 850 5,640 2,600 
5, 8,000 9,000 11,000 19,000 18,000 
Installment sales: 
Down payments on current month sales... .. 1,500 2,400 2,700 3,300 5,700 5,400 
Collections on prior month sales (see schedule) 1,500 3,900 6,600 9,900 15,600 
Proceeds from bank loans.................... 9,000 14,400 16,200 19,800 4,200 32,400 
$30,500 $41,300 $46,800 $55,700 $83,800 $ 86,400 
Cash disbursements: 
en ee $ 1,200 $1,200 $1,200 $1,200 $1,200 $ 1,200 
Purchases: 
Down payments on units purchased........ 6,250 6,500 2,000 8,000 7,000 11,500 
Balance due on units sold................. 10,000 16,000 18,000 22,000 38,000 36,000 
Application of installment collection to bank loans 900 2,340 3,960 5,940 9,360 
Commissions paid to salesmen............... 2,000 3,200 3,600 4,400 7,600 7,200 
Bank loan interest charges (see schedule)... .. . 50 110 180 260 
$22,450 $32,650 $32,650 $46,340 $71,400 $ 76,460 
Excess of cash receipts over cash disbursements.. $ 8,050 $ 8,650 $14,150 $9,360 $12,400 $ 9,940 
Amount required to maintain minimum balance.. $ 6,950 $ 6,350 $ 850 $ 5,640 $ 2,600 $ 5,060 
January February March April May June 
Collections on Installment sales: 
$ 1,500 $1,500 $1,500 $1,500 $ 1,500 
February sales...... y 2,400 2,400 2,400 
May sales........ 5,700 
$ 1,500 $ 3,900 $6,600 $9,900 $ 15,600 
Purchases of Appliances (units): (See Note) 
250 150 250 150 250 150 
150 250 150 250 150 250 
Variation......... (100) 100 (100) 100 (100) 100 
100 160 180 220 380 360 
Interest expense on Bank loan: 
Balance of loan at beginning of month........ $ 9,000 $22,500 $36,360 $52,200 $ 80,460 
$ 9,000 $23,400 $38,700 $56,160 $86,400 $112,860 
Payment on loan sak eee 900 2,340 3, 33 , 360 
Balance at end of month.................... $ 9,000 $22,500 $36,360 $52,200 $80,460 $103,500 
$ SO $ 110 $ 180 $ 260 $ 400 


al 
700 
638 
899 


NOTE: 


Let X =Opening inventory for January. 
Then X—100= Ending inventory for January. 
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The problem states that an average inventory of 200 units should be maintained. __ 
The opening inventory in January (or the purchases for that month) may be determined as follows: 


Therefore: 
X+X—100 
2 
2X = 500 
X= 250 
Solution to Problem 4 
BONDS AUTHORIZED BOND FUND BALANCE 
(1) $500,000 $450 000 (3) (2) $ 40,000 $500 ,000 (1) 
50,000 (8) (5) 20,900 9,000 (3) 
(6) 320,000 500 (8) 
| (9) 115,000 
| (11) 14,500 
DUE TO GENERAL FUND CASH 
(5) $ 40,000 $ 40,000 (2) (2) $ 40,000 $ 40,000 (2) 
(8) 50,500 310,000 (7) 
—= 125,000 (9) 
14, 500 (11) 
CONTRACTS AUTHORIZED RESERVE FOR ENCUMBRANCES 
(4) $390 ,000 $320 ,000 (6) (6) $320,000 $390 ,000 (4) 
(8) 50,000 115,000 (9) (8) 115,000 50,000 (8) 
5,000 (10) (10) 5,000 
WARRANTS PAYABLE 
(7) $310,000 320,000 (6) 
(9) 125,000 115,000 (9) 
CITY OF BERGEN 
BALANCE SHEET 
DECEMBER 31, 1957 
SINKING FUND 
FIXED PROPERTY FUND 
Land ... $ 60,000 Fund Balance............ $495 ,000 
Building 435 ,000 
$495 ,000 
BOND INDEBTEDNESS FUND 


Solut 
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Solution to Problem 5 


fa) The least the seller could take would be the sum of (1), the unrecovered cost of the property plus (2), the profit 
that would in the next 5 years (5 $240,000) computed before capital gains tax. 


() The most the buyer could pay is the amount left from rental income after deducting operating and administra- 
tion 


expenses and property taxes. 
Rental income (5 years) 


Operating expenses (5 years) 


Administration expenses (5 years) 
Property taxes (5 years) 


Available for cost recovery 


_ i next years, = computed before capital gains tax, $1,200,000+.75 1,600,000 

$2,100,000 

$2,000,000 

) 

4, 500 
5,000 
), 000 


AUDITING 
R. K. Mavutz 


Uniform C.P.A. Examination was 

given Thursday morning, May 15 
from 9:00 a.m. to 12:30 p.m. It includes 
two groups of questions as follows: 


Te auditing section of the May, 1958 


Estimated Minutes 
Minimum Maximum 
Group I (All required): 


Total for Group I........ 84 114 
Group II (Three required)... .. 66 96 
Total for examination..... 150 210 


The estimated time allowances are 
approximately proportional to the point 
value of the problems, the total of which 
for this examination is 100. 


Number 1 


You have been assigned to the first 
examination of the accounts of The 
Chicago Company for the year ending 
March 31, 1958. The accounts receivable 
were circularized at December 31, 1957 
and at that date the receivables consisted 
of approximately 200 accounts with bal- 
ances totaling $956,750. Seventy-five of 
these accounts with balances totaling 
$650,725 were selected for circularization. 
All but 20 of the confirmation requests 
have been returned; 30 were signed with- 
out comments, 14 had minor differences 
which have been cleared satisfactorily 
while 11 confirmations had the following 
comments: 


a. We are sorry but we cannot answer 
your request for confirmation of our 
account as the PDQ Company uses 
an accounts payable voucher system. 

b. The balance of $1,050 was paid on 

December 23, 1957. 
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>. The above balance of $7,750 was paid 


on January 5, 1958. 


. The above balance has been paid. 
. We do not owe you anything at 


December 31, 1957 as the goods, rep- 
resented by your invoice dated 
December 30, 1957, number 25,050, 
in the amount of $11,550, were re. 
ceived on January 5, 1958 on FOB 
destination terms. 


. An advance payment of $2,500 made 


by us in November 1957 should cover 
the two invoices totaling $1,350 
shown on the statement attached. 


. We never received these goods. 
. We are contesting the propriety of 


this $12,525 charge. We think the 
charge is excessive. 


. Amount okay. As the goods have 


been shipped to us on consignment 
we will remit payment upon selling 
the goods. 


j. The $10,000, representing a deposit 


under a lease, will be applied against 
the rent due to us during 1960, the 
last year of the lease. 


<. Your credit dated December 5, 1957 


in the amount of $440 cancels the 
above balance. 


What steps would you take to clear sat- 
isfactorily each of the above eleven com- 
ments? 

Answer I 


a. A second request could be sent 


specifying the invoice numbers and 
dates as well as amounts. If this is not 
considered desirable, the charges 
making up the account balance 
should be traced back to sales im 
voices and shipping documents. Any 
remittances from this customer since 
the confirmation date should be 
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identified with specific charges and 
traced into cash receipts and de- 


posits. 


. The cash receipts record for Decem- 


ber 23 and subsequent dates should 
be scanned for a receipt in this 
amount. If found, it should be identi- 
fied with the account in question and 
traced into duplicate deposit tickets. 
Inquiry should be directed at dis- 
covering why a remittance made as 
early as December 23 should not have 
been of record by December 31. 
Either another account was credited 
in error, in which case the correct 
balance of that account should be re- 
confirmed, unless the customer has 
already pointed out the error, or some 
other irregularity exists, which re- 
quires that the auditor determine its 
nature and recommend steps to 
prevent its recurrence. 


. Scan the record of cash receipts early 


in January for this amount and, if 
found, identify with the account and 
trace into deposits. If found and re- 
corded properly, it establishes the 
validity of the balance at the con- 
firmation date. 


. Review the account for credits sub- 


sequent to the confirmation date. If 
found, trace into cash receipts and 
bank deposits. Determine that date 
of credit is appropriate in view of date 
remittance received. Here again, 
there is a possibility that the wrong 
account was given credit. If entry for 
payment cannot be found, secure 
further information from customer. 


. Review shipping terms for propriety 


of customer’s claim. If valid, ques- 
tion client as to billing procedure and 
make such recommendations as are 
appropriate. This suggests that per- 
haps other shipments were also billed 
in advance. Consider advisability of 
adjustment (sales, receivables, cost of 
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sales, and inventory) in view of the 
materiality of all shipments of this 
kind. This reply amounts to a valid 
confirmation with the only question 
one of whether the shipment was 
entered in the correct period. 


. Investigate receipt of advance pay- 


ment in November and appropriate- 
ness of entry at that time. Receipt 
should have been treated as a liabil- 
ity and the credit balance of the 
appropriate liability account should 
be available at this time to offset 
these and other charges to the ac- 
count receivable. If not handled in 
this fashion, an adjustment will be 
necessary. Investigate whether there 
are other deposits and how they are 
handled in the accounts. 


. Refer to sales and shipping docu- 


ments to determine if goods were 
shipped. Place information in hands 
of an appropriate official of the client 
to investigate. If goods were shipped 
on basis of legitimate sales order, 
account may be considered valid un- 
til investigation establishes that cus- 
tomer’s reply is in error or fixes re- 
sponsibility for non-delivery. If goods 
were not shipped, consider effect on 
inventory and cost of sales also. 


. Investigate the sales order and sales 


invoice. Review pricing in view of 
client’s regular pricing policy. Call for 
correspondence with this customer 
and discuss possibility of adjustment 
with appropriate officer of client. 
Provision may be required for this in 
considering collectibility of accounts 
receivable. 


i. Investigate terms of shipment. If 


actually on a consignment basis, an 
adjustment will be required reversing 
sales entry and re-establishing cost of 
shipment as part of inventory. In- 
quire as to client’s practice with re- 
spect to consignment shipments to 


| 

| 
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discover if other adjustments are 
necessary. 

j. Investigate terms of lease. If this is 
actually an advance payment on a 
lease, it should not be included in 
customers receivables and a re- 
classifying entry will be required. 
Inquire as to inclusion of other simi- 
lar items in accounts receivable. 

k. Examine credit memos issued on 
December 5, 1957. If memorandum 
in question exists, investigate entry 
and account that received credit. 
Apparently it was credited to an in- 
correct account. If customer credited 
in error has already confirmed the 
smaller balance, send him new re- 
quest for confirmation. 


Number 2 


Prepare an audit program which would 
bring to light various types of contingent 
liabilities and commitments. (The program 
should be in general terms for each area 
covered and should describe briefly the 
type of contingent item which might be 
found under each step. Ignore the fact that 
several of the steps in the program might 
normally be included in programs for other 
parts of your examination.) 


Answer 2 


Review bank confirmations for evidence 
of endorsements or guarantees of notes of 
others, notes receivable discounted, and 
other contingent liabilities. Make sure that 
confirmations have been received from all 
banks with which company has done busi- 
ness during the period. 

Cummunicate with client’s regular at- 
torneys with respect to any litigation in 
progress, patent disputes, tax claims, and 
the like. Review correspondence with 
Internal Revenue Service for possible 
additional assessments of Federal income 
taxes. 

Review minutes of board of directors’ 


meetings for commitments under contracts 
of purchase or for construction, for stock 
purchase or special compensation agree- 
ments with officers, and any indication of 
litigation, or other contingencies. 

In view of nature of product, inquire as 
to product guarantees, service commit- 
ments, and similar agreements, and in- 
vestigate past experience. 

Discuss with purchasing agent any 
agreements to purchase that might call for 
prices higher than normal market. Inquire 
of sales manager as to any commitments to 
supply product below normal terms of sale. 

Inquire as to any lease arrangements 
calling for long-term commitments, pen- 
alties of any kind, or payments based on 
sales or other variables. 

Obtain from appropriate company offli- 
cials a letter of representation covering any 
of the items mentioned above that are 
pertinent to the case and stating that all 
contingent liabilities of material amount 
have been indicated in the accounts or are 
listed in the representation. 

Evaluate materiality of contingent lia- 
bilities and determine extent and nature of 
disclosure necessary. 


Number 3 


a. What are the auditor’s responsibilities 
and duties in an examination of 
financial statements with respect to 
his client’s fire insurance coverage? 
(Do not consider an analysis of pre- 
paid insurance premiums.) 

b. You are engaged in an audit of the 
Schmidt Corporation for the year 
ending December 31, 1957. The client 
has asked for a special report on the 
company’ s insurance program, which 
is to include a “schedule of expected 
recovery,” assuming a 50% fire loss 
on each insurable asset as of the 
audit date. During the course of your 
examination you gather the following 
information in this connection: 
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Fire Certified 
Insurance A Coinsurance 
Book Value Coverage Requirement 
$200,000 $180,000 $218,000 
Furniture and fixtures, net. 40,000 28,000 35,000 
Machinery and equipment, net. 99,200 90,000 —* 


* The machinery and equipment was purchased two years ago at a cost of $124,000. The certified a raisal re- 
port, dated December 29, 1957, indicated a replacement cost, new, of $150,000 and a remaining life of ten years. 


You are to prepare the audit working exercise the care and judgment of a 
paper, complete in all details, containing reasonably well informed business 
the above information, which would appear man on these matters. He should be 
in your working paper files, and from particularly concerned with the 
which the “schedule of expected recovery” client’s over-all program of reviewing 
to be included in the special insurance re- insurance coverage periodically, ob- 
port to the client will be prepared. taining property appraisals for in- 

surance purposes on a recurring pro- 
Answer J gram, and working closely with an 
a. Because appropriate insurance cover- insurance agent. 


SCHMIDT CORPORATION 


b. SCHEDULE OF EXPECTED RECOVERY' 
DECEMBER 31, 1957 
Coinsurance Proportion Antici- 
Asset Insurable % Required Actual of Loss Assumed 
Value Coverage Coverage  Recoverable* Loss Recovery 
Inventory............ . $218,000 0 0 $180,000 100% $109,000 $109,000 
Furniture and fixtures, net 35,000 80% $ 28,000 28,000 100% 17,500 17,500 
Machinery and 
125,000 90% 112,500 90,000 90,000/112,500 62,500 50,000 
Building, net........... 200 ,000 100,000 
Co. X... ed {5068 180,000 85,000 85/180 47 ,222 
Co. Y % 160,000 70,000 70/160 43,750 


' Assuming a 50% fire loss. 
* Replacement cost new, $150,000, times estimated remaining life, 10 years, over total life, 12 years, equals in- 
surable value: $150,000 10/12=$125, 000. 
* Limited by face amount of policy. 


age of company assets is a feature of Number 4 

internal control, an auditor has a Discuss briefly what you regard as the 
responsibility to review such cover- more important deficiencies in the system 
age to determine, in general terms, its of internal control in the following situa- 
adequacy, and to bring any import- _ tion, and in addition include what you con- 
ant inadequacy to the client’s atten- sider to be a proper remedy for each de- 
tion, either in his audit report or by ficiency: 

special letter. This does not require The cashier of the Easy Company intercepted cus- 
that he be an expert on insuranceor tomer A’s check payable to the company in the amount 


- f and deposited it in a bank account which 
property valuation, but only that he plage company petty cath fund, of which he nn 
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custodian. He then drew a $500 check on the petty cash 
fund bank account payable to himself, signed it and 
cashed it. At the end of the month while processing the 
monthly statements to customers, he was able to change 
the statement to customer A so as to show that A 
had received credit for the $500 check that had been 
intercepted. Ten days later he made an entry in the 
cash received book which purported to record receipt of 
a remittance of $500 from customer A, thus restoring 
\’s account to its proper balance, but overstating cash 
in bank. He covered the overstatement by omitting 
from the list of outstanding checks in the bank recon- 
cilement, two checks, the aggregate amount of which 
was $500. 


Answer 4 

The over-all weakness in the system of 
internal control as described is that the 
cashier apparently has complete charge of 
cash receipts, petty cash, accounts receiv- 
able, customers’ monthly statements, re- 
cording cash receipts, and making bank 
reconciliations. This enables him to obtain 
currency readily and to cover shortages in 
a variety of ways. Inasmuch as no state- 
ment is made as to the number of em- 
ployees available, it will be assumed that 
separation of duties can be obtained. 
Specific weaknesses and remedies are: 


1. The cashier is permitted to deposit 
customers’ checks payable to the 
company in the petty cash bank 
count. Instruct the bank that. such 
checks should be accepted only for 
deposit in the general cash bank 
account. 

2. The cashier has access to a petty cash 
bank account of substantial size. 
Reduce size of petty cash fund, if 
possible, and in any case, place it 
under the control of an independent 
person. Checks on petty cash as large 
in amount as $500 should require 
more than one signature. It would be 
a good policy to have a maximum 
amount limit on individual petty cash 
checks substantially less than $500, 
depending on the needs of the com- 
pany. 

3. The cashier should not have access to 

receivable nor to 


the accounts 
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monthly statements to customers, 
Place accounts receivable bookkeep. 
ing under the control of an independ. 
ent person, preferably a member of 
the accounting department who has 
no access to cash. 

4. The cashier has access to the cash 
receipts book. Entries for cash re. 
ceived should be made by a member 
of the accounting department, who 
does not have access to cash, on the 
basis of reports from the person who 
opens the mail. Those should be 
checked against bank deposits and 
credits to accounts receivable. 

. The cashier apparently has access to 
incoming mail and can abstract 
checks without discovery. Someone 
other than the cashier should open 
mail, list all remittances, endorse all 
checks “for deposit only,” and then 
forward them to the cashier. The list 
should be sent to the accounting de- 
partment as a basis for entry in the 
cash receipts record. 

6. The cashier prepares the monthly 
bank reconciliation and has access to 
returned checks for both the petty 
cash bank account and the general 
cash bank account. Responsibility 
for receiving bank statements and 
cancelled checks for both accounts 
and for making the necessary re- 
conciliations should be assigned to 
someone independent of the cashier. 


wm 


Number 5 


The assets of The Mens Custom Shop at 
May 31, 1957 are listed below: 


Assets Amount 

Accounts receivable (net)... ... 190,000 
Merchandise inventory... . 460 ,000 
Equipment (net).......... 105 ,000 


During the course of your annual exami- 
nation of the company’s financial state 
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ments, the owner advises you that he will 
not permit circularization of the accounts 
receivable because his customers would 
resent it. 

a. State the conditions, if any, under 
which you would render an unquali- 
fied opinion on the financial state- 
ments. 

b. Describe generally the major audit 
procedures you would use to audit 
the accounts receivable to satisfy 
yourself as to their validity consider- 
ing the imposed limitation. 

c. Prepare the short-form report you 
would render on these financial state- 
ments. 


Answer 5 

a. In view of the fact that accounts 
receivable are material to the finan- 
cial condition of The Mens Custom 
Shop, failure to confirm them would 
require disclosure in the scope por- 
tion of the auditor’s short-form re- 
port. To many, this is viewed as a 
“qualification.”” However, the opin- 
ion portion of the report could be 
unqualified if the auditor is able to 
satisfy himself by means of other 
auditing procedures that the re- 
ceivables are fairly stated. 

b. Two methods of verifying the ac- 
counts receivable are available. One is 
to trace the charges back to sales in- 
voices, sales orders, and shipping 
documents as evidence of the validity 
of the charges; the second is to in- 
vestigate cash received on account 
subsequent to the balance sheet date 
as evidence that the accounts were 
both valid and collectible. Identified 
cash receipts constitute evidence at 
least as satisfactory as that provided 
by replies to confirmation requests. 
If satisfactory arrangements can be 
made, it may be possible for a rep- 
resentative of the auditor to work 
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closely with the cashier and to note 
remittances received for a period of 
time, trace them into the accounts, 
and thus obtain evidence as to the 
validity of the receivables. Because 
the auditor is relying to a greater ex- 
tent than customary on the book rec- 
ords, he must satisfy himself that the 
internal control over sales, receiva- 
bles, and collections on account is 
adequate, and he should extend some- 
what his normal tests of the detail 
records, of collectibility, and of 
sales cut-off. 

c. If it were possible to satisfy oneself 
through the use of the procedures 
described, the short-form report 
might read: 


“We have examined the balance sheet of The Mens 
Custom Shop as of May 31, 1957 and the related state- 
ments of income and retained earnings for the year then 
ended. Except that we did not confirm the balances of 
customers’ accounts receivable by direct correspondence 
with the debtors, as to which we satisfied ourselves by 
means of other auditing ures, our examination 
was made in accordance with generally accepted audit- 
ing standards and inciuded such tests of the accountin; 
records and such other procedures as we consider 
necessary in the circumstances. 

In our opinion, the accompanying balance sheet and 
statements of income and retained earnings present 
fairly the financial condition of The Mens Custom Shop 
at May 31, 1957 and the results of its operations for the 
year ended in conformity with generally accepted 
accounting principles applied on a basis consistent with 
that of the preceding year.” 

Blank & Blank 


Number 6 


Independent certified public account- 
ants customarily issue two types of audi- 
tor’s reports in connection with an exami- 
nation of financial statements: a so-called 
short-form of auditor’s report in connec- 
tion with financial statements intended for 
publication; and a so-called long-form of 
auditor’s report for the purposes of man- 
agement and other parties. 


a. Outline in general terms the kinds of 
materials which are commonly in- 
cluded in a long-form report other 
than those commonly included in a 
short-form report. 
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b. 
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Does the auditor assume the same 
degree of responsibility for other data 
in the long-form report that he 
assumes for individual items in the 
customary basic financial statements 
(balance sheet and statements of in- 
come, retained income and capital)? 
State the reasons for your answer. 


Answer 6 


a. 


Material in long-form reports not 
commonly found in short-form re- 
ports may include: (1) explanatory 
comments or descriptions of auditing 
procedures; (2) financial information 
representing details of or further 
explaining items in the basic financial 
statements; and (3) statistical data 
and informative material which may 
or may not be of an accounting na- 
ture. The first might include a discus- 
sion of the current position or of the 
flow of funds or describe the proce- 
dures applied to the examination of 
inventory, for example. The second 
would include such things as terms of 
debt agreements, analyses of expense 
accounts, and subsidiary schedules of 
fixed assets and related depreciation. 
The third class might include such 
items as a schedule of insurance 
coverage, statistical analyses of sales, 
and comparative production statis- 
tics. 


. Unless the auditor makes a state- 


ment to the contrary, it is presumed 
that he takes the same responsibility 
for other data in the long-form report 
as he takes for the individual items in 
the financial statements. By stating 
that the financial statements present 
fairly financial condition and results 
of operations, the auditor implies that 
the individual items in those state- 
ments are also fairly stated in rela- 
tion to the statements as a whole. 
This leads the reader to assume that 


other information included in the re. 
port likewise is fairly stated with 
respect to the financial statements as 
a whole. If the auditor wishes the 
reader to view the supplementary 
data, or any part of it, as different 
from the basic statements, he must so 
inform the reader or accept the 
responsibility for not doing so. Thus 
he may point out that certain in- 
formation has not been audited to the 
same extent as the data in the basic 
statements or he may note that it is 
additional information not necessary 
to forming an opinion on the basic 
statements and either has or has not 
been subjected to examination. He is 
obligated, however, by his position 
as an auditor, either to take respon- 
sibility for the fairness of what he 
presents in his audit report or to 
point out clearly that he takes no 
such responsibility. 


Number 7 


During your first examination of the 
financial statements of the ABC Corpora- 
tion, you find the following accounts and 
balances among the various other items in 
the trial balance: 


& 


Claim for refund—Federal income 
Investment in stock of XYZ Company 
(5,000 shares of 100,000 shares issued 
and outstanding, organized five years 


$124,000 


Assuming that each of these three ac- 
counts is material in relation to the total 
assets of the company, select any two of 
them and state for each: 


a. The audit procedures you would 


apply to each of them. 


b. How you would present each of the 


two selected in part (a) in the balance 
sheet to accompany your short-form 
audit report. (Assume that you were 


Ans 


— = 


able to satisfy yourself as to the 
carrying value.) 


Answer 7 


1. a. 


Review the work papers showing 
computations of the amount of 
the claim. Ascertain whether it has 
been reviewed by an agent. Dis- 
cuss with company counsel and 
with those responsible for prepara- 
tion of the claim any weaknesses, 
defects, or peculiarities of the 
claim. Review any correspondence 
with the Internal Revenue Service 
pertaining to the claim and review 
also the company’s current status 
as to years reviewed, still open, 
and under examination, if any. 
Determine yourself, or by reference 
to a qualified tax expert, the 
propriety of the claim as stated. 


. The claim for refund, if proper 


should be shown as a miscellaneous 
receivable, current or non-current 
depending on reasonable expecta- 
tions with respect to receiving 
payment. 


. Examine the certificates noting 


numbers, dates of issue, to whom 
issued, and any evidence of trans- 
fers. Confirm directly the com- 
pany’s ownership of these shares 
and any dividends received since 
the investment was made. In- 
vestigate the accounting for divi- 
dends received making sure that 
all are of record and that any 
which represent a return of capital 
have been so treated. Obtain 
copies of audited statements of the 
XYZ Company, if available, and 
study as evidence of the present 
worth of the investment; if audited 
statements are not available, ob- 
tain such statements as are. If 
stock is traded or substantial 
sales have recently been recorded, 


a. 
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obtain price as indication of 
present worth of stock. Examine 
contract or other evidence of 
original purchase as to number of 
shares, date, and cost. Note any 
indication of responsibility for 
financial support if XYZ Company 
falls into financial difficulties. In- 
vestigate authorization for pur- 
chase of investment as stated in 
minutes of board of directors. 
Make an independent evaluation 
of the investment based on the 
facts available and, if less than 
cost, adjust carrying value accord- 


ingly. 


. The investment in stock of XYZ 


Company should be shown as a 
non-current investment with the 
number of shares and either 
market or book value of shares 
disclosed parenthetically or by 
footnote as seems desirable. Any 
commitment for financial assist- 
ance should be disclosed by foot- 
note. 

Examine certificates for treasury 
shares simultaneously with other 
securities and agree with specific 
stubs in stock certificate book. 
Examine contract or other evi- 
dence of purchase for price, num- 
ber of shares, date, and other 
pertinent matters. Investigate ap- 
proval of transaction in minutes of 
board of directors meetings and in- 
vestigate propriety of transaction 
and compliance with state laws. 


. The treasury stock at cost should 


be deducted from the sum of the 
outstanding capital stock and sur- 
plus. If the terms of the state cor- 
poration act are such that the pur- 
chase of treasury stock restricts 
the amount of earned surplus 
available for dividends, this should 
be disclosed also. 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


(Eprror’s Nore: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, Oklahoma State University, College of Business, Stillwater, Oklahoma. At intervals a routine request is 
mailed asking for this information, but readers need not wait for these communications.) 


DISTRICT OF COLUMBIA 
The George Washington University 


Ear E. Pontius, Jr. has been appointed as- 
sistant professor in accounting. 


ALABAMA 
University of Alabama 


The University was host in April and May to 
the Twenty-sixth Semi-Annual CPA Review 
Courses offered during a five-week period. 


ARIZONA 


Asa T. SPAULDING, JR. has taken leave of ab- 
sence from the Comptroller’s Department of 
New York Life Insurance Company and is serv- 
ing in the Armed Forces, at the Army Electronic 
Proving Grounds, Fort Huachuca. 


CALIFORNIA 
Los Angeles State College 


GrorcE N. Francis has been promoted to full 
professor. 

Sot S. BucHALTER has been transferred to 
San Fernando State College in the rank of assist- 
ant professor. 

E. KENNEDY Coss, formerly of Haskins & 
Sells and Bradley University, will join the staff in 
the fall term as assistant professor. 

E. I. Fyexp, formerly of City College of New 
York (retired), is continuing on the staff for the 
fall term, 1958. 

Wittarp D. Horwicu has joined the staff as 
assistant professor. 


ILLINOIS 
Northwestern University 


GrorGE W. Co tins has been selected to at- 
tend the Joint Committee on Education, repre- 
senting the American Securities Business, in New 
York City in June and July. The meetings are to 
be held in the Graduate School of Business Ad- 
ministration at New York University. 


KANSAS 
University of Wichita 


The third annual Petroleum Accounting Con- 
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ference was held on the campus in April, 1958, 
Co-sponsors included the Petroleum Accountants 
Society of Kansas, the Wichita Chapter of Kansas 
Society of CPAs and of the National Association 
of Accountants. The topic of the conference was 
“Cost of Finding and Producing a Barrel of 
Crude Oil.” A panel of six experts participated in 
the discussion during the two sessions. 


KENTUCKY 


The Southern States Conference of Certified 
Public Accountants was held in Louisville, Ken- 
tucky from June 8 to i1, 1958. The Kentucky 
Society of CPAs was host to this year’s meeting. 
Officers of the conference include W. K. Srpsox, 
Louisville; KENNETH C. Hurst, Oklahoma City; 
and Tuomas W. LEtanp, College Station, Texas, 


MICHIGAN 
University of Michigan 


FRANK P. SmitH has recently resigned from 
the faculty to accept a position with Lybrand, 
Ross Bros. & Montgomery in New York as Edu- 
cational Director of the firm. Satu presented a 
paper on research and faculty development at the 
Dallas meeting of the Southwestern Section of 
the American Accounting Association. He also 
participated in a panel in the 1957 Southem 
States Accountants’ Conference. He spoke on the 
elements of effective reporting at the October 
Staff Conference of the General Auditor’s Office 
of the Ford Motor Company. 

R. L. BruMMET spent the summer of 1957 with 
the Management Services Staff of Touche, Niven, 
Bailey & Smart. 

W. J. SCHLATTER was on leave for the Spring 
semester to work with the Detroit office a 
Touche, Niven, Bailey & Smart. 

E. CHAsTAIN has returned to complete 
his work for the doctorate; he is on leave from the 
University of Arkansas. 

James W. Baker has received his CPA certif- 
cate from the District of Columbia. 

Cuar.es J. Gaa has resigned to join the facul- 
ty of Michigan State University as professor 0 
accounting. 
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OHIO 


Kent State University 


Bovyp has received his CPA certificate 
in Ohio and is the fourth member of the account- 
ing department to be certified. 


Ohio State University 


DanteL M. SHONTING spoke on data process- 
ing and the accounting curriculum at the Ohio 
Accounting Teachers Meeting which was held on 
the campus last December. 

Eric L. KouLer, a visiting professor during 
the winter quarter of 1958, spoke to the Columbus 
Controllers Institute on the subject “The Seventh 
International Accounting Conference at The 
Hague,” in February. 

W. E. Dickerson attended a meeting of the 
American Institute of CPAs Federal Tax Com- 
mittee held in Washington in March. 

W. B. Jencks, National President of Beta 
Alpha Psi, recently visited chapters at the Uni- 
versity of Iowa, University of North Dakota, 
Creighton University, and Oklahoma State Uni- 
versity. 

James R. McCoy attended the General Elec- 
tric Advanced Financial Seminar in New York 
City in March. 

Members of the Board of Nominations to the 
Accounting Hall of Fame have selected HARRY 
A. Finney, ArTHuR B. Foye, and the late Don- 
ALD P, Perry to be installed as members. 

The Twentieth Annual Ohio State Institute on 
Accounting was held on the campus in May, 
1958. Outstanding speakers were featured, repre- 
senting membership in both professional and aca- 
demic organizations. 


OKLAHOMA 
University of Tulsa 


The University was host in April to the 
Twelfth’ Annual Conference of Accountants. Ses- 
sions dealt with such subject matter as operations 
research, foreign operations, techniques for eval- 
uating oil properties, oil industry taxation, reser- 
volr accounting, and the influence of the S.E.C. 
on accounting principles and procedures. 


Oklahoma State University 


Frep Back served as a member of a panel on 
electronic data processing at the annual Dallas 
meeting of the Southwestern Social Science As- 
sociation. 

Georce B. McCowen served in April as a 
member of a six-man panel of experts who con- 
ducted the Third Annual Petroleum Accounting 
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Conference, University of Wichita, Kansas. The 
theme of the conference was cost of finding and 
producing a barrel of crude oil. 

C. A. Brack has been named to serve as facul- 
ty vice-president of the Oklahoma State Chi 
Chapter of Beta Alpha Psi. He replaces GEORGE 
B. McCoweEn. 


OREGON 
Oregon State College 


The University was host in March to a small 
business conference, developing the theme “what 
can research and development do for small busi- 
ness.” The conference was a follow-up to an 
earlier national conference called by PRESIDENT 
EISENHOWER. The Oregon State conference is the 
first of its kind in the country. 


PENNSYLVANIA 
University of Pittsburgh 

Appointments to the staff in the rank of lec- 
turer are as follows: Ropert G. RUNSER, JOSEPH 
P. RHEIN, WALTER J. HANK. 

James R. Omps and P. Wittiam CAPATCH 
(from Pennsylvania State University) have been 
appointed instructors. 

Resignations from the staff include: WILLIAM 
E. Coresar (to Crucible Steel Co.), Henry J. 
Puitures (to Pennsylvania Trucking Lines), 
JosepH P. WALLACE and Freperick C. VAN- 
Scoyoc. 

Louis A. WERBANETH, JR. has been appointed 
to Committee on Education and Committee on 
Taxation of the Pennsylvania Institute of CPAs; 
also Chairman of Committee on Tax Programs 
and member of Committee on Meetings of Pitts- 
burgh Chapter of Pennsylvania Institute of 
CPAs. 

STANLEY F. JABLONSKI has been appointed as- 
sociate director of education of Pittsburgh Chap- 
ter of NAA. 

James R. Omps was on a faculty fellowship 
during the summer with Haskins & Sells. 

C. L. VanSIcKte and J. H. Rosset partici- 
pated in the 1957 Business Management Course 
of Westinghouse Electric Corporation. 

Witiram W. FRASURE was appointed a mem- 
ber of the Committee on Education of the Pitts- 
burgh Chapter of Pennsylvania Institute of 
CPAs. 

The Eighth Annual Accounting Symposium 
was held on the campus in November. The sym- 
posium is sponsored jointly by the Pittsburgh 
Chapter of the Pennsylvania Institute of CPAs 
and twenty local colleges. 
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TEXAS 
McMurry College 


The College was host in May to the Second 
Annual Conference on Oil and Gas Taxation and 
Estate and Gift Tax Planning. Co-sponsors were 
Independent Petroleum Association of America, 
Texas Independent Producers and Royalty Own- 
ers Association, Texas Mid-Continent Oil and 
Gas Association, and West Central Texas Oil and 
Gas Association. 


University of Utah 


CiyprE N. RANDALL has been appointed Dean 
of the College of Business, replacing Dirwortg 
WALKER. RANDALL has been serving as professor 
and chairman of the department of accounting. 

Gorpon J. MILLER is on a two-thirds appoint- 
ment while doing research on highway utilities 
study for the State Road Commission. 
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BOOK REVIEWS 


James S. Lanuam, Eprtor 


Accounting 
AwertcaN AssociaTIon, Cost Finding for Hospitals... ..... John H. Gorby 
BiovcH, Practical Applications of Accounting Standards............ Frederick E. Horn 
BroaD AND CARMICHAEL, A Guide to Management Accounting....... Harry D, Kerrigan 
Lewis, Accounting Reports for Management.....................-. John W. Coughlan 
NATIONAL ASSOCIATION OF ACCOUNTANTS, Research Bulletin No. 23, 
Accounting for Labor Costs and Labor Related Costs........... James W. DaVault 
Economics 
GotpsmITH, Financial Intermediaries in the American Economy since 
NationaAL ACCOUNTS REVIEW COMMITTEE OF THE NATIONAL BUREAU 
or Economic RESEARCH, The National Economic Accounts of the 
United States: Review, Appraisal and Recommendations......... Wilson L. Farman 
RESEARCH STAFF OF THE NATIONAL INDUSTRIAL CONFERENCE BOoarp, 
Electronics 
Canninc, Installing Electronic Data Processing System............. Robert H. Gregory 
Caarin, An Introduction to Automatic Computers.................. James Don Edwards 
Suiskin, Electronic Computers and Business Indicators.............. Donald W. Brown 
Finance 
Henntnc, International Samuel E. Braden 
Semman, Accounts Receivable and Inventory Financing............. Clyde William Phelps 
Management 
RosE AND Farr, Higher Management Control.....................+. Chester F. Lay 
Mathematics and Statistics 
Hart, Mathematics of Investment..................0eeeeeeeeeeees Byron Cosby, Jr. 
RICHTMEYER AND Foust, Business Mathematics.................... Charles W. Allison 
Statistics for David W. Thompson 
Taxes 


SHOCKEY AND SWEENEY, Tax Effects of Operating as a Corporation or 
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AMERICAN HospiTAL ASSOCIATION, Cost Finding for 
Hospitals (Chicago: American Hospital Association, 
1957, pp. 136, $3.50). 


The accounting problem facing the hospitals of the 
United States has been recognized for many years by 
the industry’s trade association, the American Hospital 
Association. The larger hospitals have usually had 
good accountants with annual audits by public account- 
ants. However, nearly two-thirds or approximately 
62% of all hospitals are so-called “small hospitals.” 
The administrators of these institutions rareiy, if ever, 
have a background in accounting. The immunity from 
taxation, enjoyed by the voluntary hospital, has 
created a situation where some administrators consider 
an accountant as a dispensable luxury. 

The Committee on Accounting and Statistics of the 
AHA first recognized the need for combining uniformity 
of principle with flexibility of application in 1935. Sec- 
tion I of a series of handbooks on accounting and sta- 
tistics was published in 1950. This book was titled ‘‘Uni- 
form Hospital Statistics and Classification of Accounts.” 
With uniformity in the classification of accounts 
finally established, Section IT, “Bookkeeping Procedures 
and Business Practices for Small Hospitals” was pub- 
lished in 1956. Section ITI, “Cost Finding for Hospitals” 
has just been published. This is the book under review. 

The book will be a valuable contribution to the field 
of accountancy. It will have merit, not only in its 
specialized field, but as a supplementary text for in- 
structional purposes. Its simple A-B-C method of pres- 
entation is ideally suited for the average hospital ad- 
ministrator. It is this logical approach that would lend 
itself to the sometimes difficult task of planting the 
rudiments of cost accounting in otherwise barren soil. 

There are five chapters and three appendices. The 
chapter titles indicate the smoothly written format of 
the book: 


Chapter I—The nature and use of cost data. 

Chapter II—General cost finding procedures in 
hospitals. 

Chapter I1I—Cost finding procedures illustrated. 

Chapter IV—Special cost studies. 

Chapter V—Introduction to budgetary procedures 
in hospitals. 

Appendix A—Schedule of possible bases for allocat- 
ing the direct costs of new cost centers. 

Appendix B—Schedule of possible bases for dis- 
tributing general service costs. 

Appendix C—Schedule of possible bases for dis- 
tributing special service costs. 


The modesty of this book is unique. Its authors (the 
Committee referred to above) consistently refer to it 
as a “cost finding” manual. It makes no pretence to 
being a text on cost accounting. Yet Chapter I, in 16 
well-written pages, covers the theory of costs succinctly 
and accurately. They point out in Chapter I that “By 
exercising their prerogatives, department heads and 
administrators may have strong influence on costs. It is 
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necessary for them to utilize all management tech- 
niques, including sensible use of cost data...” (ital. 
ics supplied). This is a refreshing approach. Costs 
and cost finding are put into proper perspective. Also 
in the same Chapter, “An attempt to obtain absolute 


accuracy . . . may not be economical and is a goal which 
is not even possible in the most refined of accounting 
procedures. . . .”” The finding of costs provides data for 


management decision—it does not provide efficient 
operation. 

Chapter IT is procedural. The six basic requirements 
are outlined. The all-important selection of cost centers 
is stressed with emphasis. The reader is never allowed 
to lose sight of the fact that adequate functional classi- 
fication for direct costs will simplify the approach to 
cost finding. Three general methods are outlined. The 
authors admit that today’s hospital is a statistical com- 
plex that baffles the uninformed. General service de- 
partments—laundry, housekeeping, and the like— 
render special services to other general service depart- 
ments—dietary, administration, etc.,—as well as to the 
special and patient cost centers. Method 2 was selected 
for illustration as it is “relatively easy, reasonably ac- 
curate, and which would provide a sound basis for un- 
derstanding the principles and procedures of cost 
finding.” 

The authors are at their collective best in Chapter 
III. The procedures of Chapter II, 16 pages, are ex- 
panded to 48 pages of illustration in Chapter IIT. Three 
full-page worksheets with 38 supporting schedules, 
cross-indexed in minute detail, are provided. Much care 
is evident in the preparation of the schedules and work- 
sheets. Large, boldfaced type is used for emphasis. 
Starting with page 34, “Setting up the procedure,” 
Step One, Step Two, Step Three, etc., provide an ab- 
sorbing narrative for the rankest amateur. The cross- 
referencing makes it possible for anyone who can read 
the English language to set up his own worksheets and 
schedules. 

Chapter IV, in 16 pages, provides material for the 
advanced student who wishes to make special cost 
studies. Marginal costs and other statistical studies are 
described in plain, understandable language. The na- 
ture of variable costs and their relationship with fixed 
costs round out the main test on cost finding. Some of 
these theories are complex. Yet the subject, insofar as 
it applies to hospital operation, is complete. 

The backbone of an efficient hospital is the budget. 
A workable budget is not possible without costs. So, ap- 
propriately, Chapter V provides a sound introduction 
to budgetary procedures. This chapter is not as com- 
plete as it might be. However, the book is dedicated to 
cost finding; budgets are presented as a sort of bonus. 

How may I select a base for a possible cost center? 
Appendix A has the answer. General Service Costs are 
complex and appear as difficult as Boolean algebra. 
Appendix B provides ten pages of possible bases for dis- 
tributing these costs. The Special Service Costs receive 
equal definitive treatment in Appendix C. 

The publication of this book has made available 
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accounting procedures for hospitals that, properly ap- 
plied, will result in more efficient operation and estab- 
lishment of patients’ charges that will more accurately 
reflect costs of operation. Hospitals have been run too 
long on the principle of “robbing Peter to pay Paul.” 
Joun H. Gorsy 
Administrator 


La Mesa Community Hospital, 
San Diego 3, California 


Carman G. BLoucu, Practical A pplication of Account- 
ing Standards (American Institute of Certified Public 
Accountants, 270 Madison Avenue, New York 16, 
N. Y., 1957, pp. 469, $6.00). 


This book is a compilation of over 200 questions and 
answers drawn from hundreds of actual problems sub- 
mitted by practitioners from 1947 to 1957 to Mr. 
Blough and discussed by him in his well-known column 
“Accounting and Auditing Problems” appearing in 
each issue of The Journal of Accountancy. He deals only 
with practical accounting and auditing questions which 
have been referred to him for opinion and advice, and 
those which he includes in his book have been selected 
for their current interest to the public accountant. 

The fact that he reproduces the question and his 
reply, often drawing on the experience of others, makes 
interesting reading in that it is written in an entirely 
different vein from most accounting textbooks. In 
addition, his replies should prove a researcher’s paradise 
in that they give some practical answers to many prob- 
lems not found in the usual sources. 

Chapter 1 is devoted to a discussion of some very 
practical auditing procedures applicable to the con- 
firmation of receivables and to the observation of in- 
ventories and covers quite thoroughly the auditor’s 
responsibility in these two areas. In addition, it covers 
some basic problems encountered in the review of in- 
ternal control by the auditor. It also touches on a num- 
ber of points on professional ethics. This chapter should 
be required reading for every student and trainee in 
auditing. 

Chapter 2 deals with the form and content of the 
auditor’s report with particular emphasis on the quali- 
fications which the auditor must incorporate in the 
scope and opinion paragraphs of his report where ap- 
plicable. A number of questions arising because of the 
issuance of Statement No. 23 are also answered. Also 
particular attention is given to interim and unaudited 
statements. A careful study of this chapter by the prac- 
titioner cannot help but give him added background in 
=— some of the reporting problems he faces each 

y. 

Chapter 3 answers a number of questions with re- 
spect to the accounting treatment and classification of 
some specific accounts in the balance sheet and the 
handling of some unusual items in the income state- 
ment. Of particular importance are the illustrations of 
disclosures to be made in the various footnotes to the 
financial statements. 

_ Chapter 4 reviews a number of questions concerning 
Income determination and resolves some problems af- 
fecting revenues, expenses, losses, inventory valuations 
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and tax allocations. The reader will find the discussions 
on the accounting treatment of deferred compensation 
and the determination of inventory “costs” quite inter- 
esting and quite educational. 

Chapters 5, 6 and 7 report some interesting dividend 
problems (particularly dividend payments out of defi- 
cits and the recording of a stock dividend), surplus ad- 
justments and appropriations (particularly fully de- 
preciated assets) and capital stock transactions. 

Chapters 8 and 9 give comprehensive treatment to 
some very technical problems encountered in the pool- 
ing of interests, quasi-reorganizations and the prepa- 
ration of consolidated and parent company financial 
statements. 

Finally, Chapters 10 and 11 touch upon the techni- 
calities encountered in reporting on and accounting for 
the partnership, the sole proprietorship and the non- 
profit organization. 

At first, many readers will find it difficult to read this 
book because it does not have the continuity of the nor- 
mal textbook; however, once they are able to get their 
teeth into the subject matter of each section, they will 
find it a veritable storehouse of information and really 
enjoyable reading. It also represents a fund of knowl- 
edge and experience which will be tapped time and 
again by the student and the practitioner as they meet 
similar problems. It is hoped that Mr. Blough will re- 
ceive so many additional questions along these lines 
from his readers that he will be forced to prepare an- 
other volume much earlier than ten years hence. 

FREDERICK E. HoRN 
National Personnel Director 
Arthur Young & Company 


H. W. Broap ann K. S. CARMICHAEL, A Guide to Man- 
agement Accounting (London: H.F.L. Publishers, 
Ltd., 1957, pp. viii, 152). 


Broad and Carmichael’s book discusses how account- 
ing can help the management of a business. It is in- 
tended for students preparing for professional examina- 
tions in England. Although designed as a textbook, it 
covers the topics of the study with the economy of 
words that one would expect to find in a formal state- 
ment of principles. Much is left to the imagination and 
reflections of the reader, but the preparation for this is 
thorough and the presentation is skillfully executed. 
The topics covered are outlined in detail even though 
the discussions are relatively brief. The ratio of narra- 
tive to illustrations of forms, charts and exhibits is 
good. The book’s literary standard is high, and Ameri- 
can authors will recognize in the book a rewarding ef- 
fort to discuss technical subject-matter in language 
that is also good reading per se with good-natured envy, 
perhaps. 

After the introductory chapter, the book has five 
chapters on budgeting—general principles, sales budget, 
production budget, administration and research budg- 
ets, and capital budget, all of which bring the book to 
page 47. The next two chapters discuss managerial re- 
porting of actual operations—how data should be pre- 
sented in reports, i.e., reporting techniques, and prob- 
lems of what data to present, which bring the book to 
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page 80 and well past the half-way mark. The next chap- 
ter discusses how variances between actual and budg- 
eted results are best analyzed, although comparisons 
between actual and other bases are also covered; this 
discussion is the longest chapter in the book and brings 
it to page 107. The last two chapters deal with systems 
procedures and methods, and are diviced equally be- 
tween general principles, types of equipment and the 
situations in which they are used. 
Harry D. KERRIGAN 
University of Connecticut 


R. Lez Brummer, Overhead Costing (Ann Arbor: 
School of Business Administration, University of 
Michigan, 1957, pp. xii, 157, $3.00). 

This publication is concerned with overhead costing 
of manufactured products. Despite voluminous earlier 
discussion, many differences of concept and practice 
persist in relation to this subject. This monograph con- 
siders only “‘. . . indirect costs as opposed to directly as- 
signable costs and to associations of these costs with 
physical product units as opposed to activities, cost cen- 
ters, and the like.” Emphasis is on the objectives of 
overhead costing in income measurement and in mana- 
gerial decision making. 

Chapter headings follow: 

I. A Brief History of Overhead Costing since 
1875. 

II. Overhead Costing of Products and Its Rele- 
vance to Income Determination. 

III. A Critical Review of Overload Costing Prod- 
ucts for Financial Accounting Purposes. 

IV. Overhead Costing of Products and the Plan- 
ning for Net Income. 

V. Overhead Costing of Products—The Manage- 
ment Viewpoint with Special Reference to 
Pricing Decisions. 

VI. Overhead Costing of Products—The Manage- 
ment Viewpoint with Special Reference to Cost 
Control. 

VII. Summary and Conclusions. 


Chapter I describes the emergence of ideas related to 
the inclusion of overhead in product cost, the techniques 
for applying overhead, the development of predeter- 
mined, normal, and standard overhead rates, and the 
recognition of the significance of the differences be- 
tween fixed and variable overhead costs. Also presented 
in this chapter are the origins of the diversity of current 
concept and practice. 

Chapter II undertakes the important task of recog- 
nizing and defining the relevance of overhead costing to 
income determination. The question is: How much man- 
ufacturing overhead cost should be included in product 
cost, and therefore, in the cost of goods in process, fin- 
ished inventories, and in the cost of goods sold; and how 
should this inclusion be accomplished? The burden of 
solving this problem, identified as one of properly 
matching costs and revenues, is placed “. . . squarely on 
the shoulders of professional or public accountants . . .” 
in view of “. .. the natural emphasis of industrial ac- 
countants...upon cost figures for managerial 
uses. . , 


Five possible approaches to overhead costing ar 
considered: Complete absorption costing, expected or 
average activity standard costing, practical capacity 
standard costing, direct standard costing, and prime 
standard costing. The order of listing proceeds from the 
method producing the highest product cost to that pro- 
ducing the lowest. The author illustrates, on the basis of 
stated assumptions, the relative effects of these concepts 
on the net income of three successive periods in which 
the relationship of production volume to sales volume 
changes. Conclusions are drawn as to the relative con- 
servatism of the five concepts. 

The proper matching of selling and administrative 
costs with revenue is also briefly discussed. It is sug- 
gested that accountants study this problem further. 

Chapter III presents a critical theoretical analysis 
of the five approaches from the standpoint of income 
measurement. The five concepts are here reduced to 
three categories related to these questions: 

1. Should any production overhead cost be associ- 
ated with product units? The conclusion is that no ra- 
tional basis exists for excluding all production overhead. 

2. Should all production overhead cost be associ- 
ated with product units? The conclusion: “. . . there 
are often circumstances which make it inappropriate to 
assign all recorded production overhead costs as product 
costs during a period of a year or less. . . .” 

3. “. .. What portion of the production overhead 
costs shouid be traced directly to current revenues and 
what portion should be attached to physical products 
and thus matched against revenues as sales are con- 
summated?” In examining the implications of this ques- 
tion the author considers direct costing procedures and 
determination of the level of production activity below 
which some portion of fixed production costs should be 
immediately matched with revenue. He discusses such 
activity level concepts as theoretical maximum capa- 
city, normal capacity, and practical, average and ex- 
pected capacity. He then introduces another, and novel, 
idea: that of overhead absorption on the basis of the 
planned utilization anticipated at the time capital is 
committed to production, subject to recalculation peri- 
odically. He also urges the doctrine of relative bene- 
fit, as a theoretical guide for depreciation accounting, in 
place of the straight-line apportionment now so widely 
used. Efficiency standards for overhead are also con- 
sidered. 

In this chapter, the most important of the book from 
the standpoint of income determination, he concludes: 

1. “. .. long-run planned expectation of plant uti- 
lization and operating efficiency provide the most ap- 
propriate bases for determination of overhead charging 
rates.” 

2. The accounting profession as represented by the 
American Institute of Certified Public Accountants 
should give greater attention to the problem of over- 
head costing of products. 

Remaining chapters are concerned with managerial 
aspects of overhead costing as distinct from income 
determination aspects. 

Chapter IV is directed to the problem of profit fore- 
casts, both short- and long-term. Break-even analysis 
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may be considered a satisfactory procedure for long- 
term profit planning. For short-term planning, however, 
the break-even analysis assumption of production-sales 
yolume equality makes difficult the comparison of 
planned with actual income reported on a statement 
using absorption costing. The latter statement is influ- 
enced by differences between sales and production vol- 
ume in a manner difficult to isolate and to explain to 
management. One approach to this problem is direct 
costing under which the level of production does not 
affect reported income. This permits easy comparison 
of reported profits and profits planned by the conven- 
tional break-even analysis. The author prefers to over- 
come the difficulty of comparison by modifying profit- 
forecasting techniques so they are harmonized with in- 
come reporting using absorption-costing methods. He 
outlines in some detail a procedure whereby the 
“ mechanics of profit forecasting and planning har- 
monize with the mechanics of profit reporting.” 

Chapter V is concerned with overhead costing with 
special reference to pricing decisions. In this area the 
author “. . . finds an obvious need for the association of 
overhead costs with products.” Future rather than past 
costs are relevant. These should include selling and ad- 
ministrative costs, so far as feasible, since no costs have 
priority in decision making in this area. Attention is 
given to the economics of price determination. Three 
general types of market structure settings and the mar- 
ginal-theory approach are considered. Overhead cost- 
ing and pricing decisions are illustrated. Costs, the au- 
thor concludes, rarely determine price directly. They 
are “. . . better viewed as a means of measuring antici- 
pated profit results of various price and volume alterna- 
tives. Short-run price decisions must take cognizance of 
incremental unit costs, and must also consider a long- 
run pricing policy which will permit profitable opera- 
tions.” 

Chapter VI views overhead costing with special 
teference to cost control. The author recognizes that for 
control purposes overhead costs are often more ap- 
propriately associated with departments, functions and 
activities rather than with units of product. Efficiency 
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motivation is discussed as a phase of cost control. Ex- 
ception data in the form of budget, volume and effi- 
ciency variances are explained. Various concepts of ac- 
tivity level are considered, now in reference to motiva- 
tion and the measurement of volume variance. It is 
“, .. concluded that standards set at a reasonably good 
but attainable performance level, and based upon 
planned activity levels usually provide maximum moti- 
vation for cost reduction.” 

The author points out that consistency, uniformity 
and definiteness are not always attainable in analyses of 
perplexing problems. He, therefore, urges flexibility and 
imagination in dealing with overhead cost concepts. 

The monograph is arranged according to objectives 
of overhead product costing rather than cost concepts. 
Some who would prefer full analysis of each concept or 
procedure in one continuous exposition may find this 
arrangement disconcerting. 

Regrettably, the excellent presentation includes no 
index. 

C. W. SARGENT 

Professor of Business Administration 
Amos Tuck School of Business Administration 
Dartmouth College 


RoneELLO B. Lewis, Accounting Reports for Management 
(Englewood Cliffs: Prentice-Hall Inc., 1957, pp. x, 
187, $15.00). 


Accounting Reports For Management presents a com- 
prehensive financial reporting system for the large divi- 
sionalized corporation. It also presents a wealth of orig- 
inal suggestions that will prove invaluable for anybody 
reporting figures preceded by dollar signs. 

Mr. Lewis insists reports should reflect the organiza- 
tion structure. He presents illustrations of how many 
present reports fail to do so, and provides easy rules for 
getting the reporting system into line with the organiza- 
tion chart. 

Wherever possible, he recommends, save the time 
and trouble of prorates. As a general rule, if there is 
little prorating of overhead, selling expense, investment, 
etc., the expenses are shown as those of the executive 


XYZ CORPORATION 


AND SUBSIDIARY COMPANIES 
STATEMENT OF EXPENSES 
CHARGED TO OPERATIONS FOR 
THE 8 MONTHS TO AUGUST 31 


Clerical Departments 
MAIL OPENING 
ENTRY 
INDEX 
PRICING 


ORDER CLERICAL TOTAL 
ADJUSTMENT 
CREDIT 


ADJUSTMENT CLERICAL TOTAL 
CLERICAL TOTAL 


Amount for & to 
8 months to rand 
August 31, 1957 Total 
$ 642,712.19 6.43% 
300,217.81 3.00 
747 ,862.41 7.48 
810,419.01 8.10 
$2, 501,211.42 25.01% 
17,006.43 .17 
127,964.81 1.28 
$ 544,971.24 5.45% 


$3 ,046, 182.66 W.46% 
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who controls them. Furthermore, excessive prorates re- 
sult in much executive talent being wasted in attempts 
to shift expenses to other divisions and plants. Consis- 
tent with his aversion to prorates, Mr. Lewis argues for 
direct costing. There are also many excellent suggestions 
about the use of standard costs and relating investment 
to operations by use of the “rate of return” and payout 
tools. Comparisons of current results should be made 
with both budgeted figures and the figures for the prior 
year. 

The book is replete with illustrations and simple ex- 
amples. Perhaps the most attractive feature of its style 
is the use of vivid phrases and expressions. Mr. Lewis is 
not interested in ponderous prose and involved circum- 
locution. He favors such intriguing titles as “1-2-3 Re- 
port,” “Flash Report,” and “Red Flags.” 

His ‘20 ways to improve eye appeal” would surely 
do much to remove the ominous frown from many finan- 
cial statements. Compare, for example, the exhibits re- 
produced here from his book and that I have labelled 
“Before Lewis” and “After Lewis.” 


6. Dollar signs are eliminated, and commas are re. 
placed by spaces to differentiate hundreds from 
thousands, and thousands from millions. 


(The two exhibits are selections from larger exhibits jp 
which the right-hand column added down to 100 per 
cent—hence, the abbreviation of the column i 
which merely served to obscure the obvious.) 

Mr. Lewis has been Controller of Radio Corporation 
of America and has been Vice President and Controller 
of Olin Mathieson Chemical Corporation. Presently a 
partner of E. F. Hutton Company, he speaks with con- 
siderable authority on the subject of financial reporting. 

Get your company or university to buy this book if 
you can; it’s expensive. But, in any case, if you’re in the 
fields of finance or controilership, the potential rate of 
return certainly merits an investment in this outstand- 
ing book. 

Joun W. CouGHLAN 
Management Consultant 
Washington, D. C. 


AFTER LEWIS EXPENSES 
8 MONTHS TO AUGUST 31, 1957 
PARTICULARS Amount % 
Mail opening 642 712 6.4 | 
Entry 300 218 3.0 
Index 747 862 7.5 
Pricing 810 419 8.1 
Order Clerical 2 501 211 25.0 
Adjustment 417 006 4.2 
Credit 127 965 1.3 
Adjustment Clerical 544 971 Te 
CLERICAL TOTAL 3 046 182 30.5 


Some of the ways in which the “After Lewis” state- 
ment differs from the “Before Lewis” statement follow: 


1. The titles are simplified. (Even the name of the 
company has been eliminated because the report 
is thought of as one of many in a binder with the 
company’s name on the outside.) 

2. Subtotals are indented to the left. (Traditionally, 
subtotals are indented to the right, but Lewis 
convincingly argues that indentation to the right 
hides the important subtotals amid the detail in- 
stead of emphasizing them. Furthermore, inden- 
tation to the left shows much more clearly what 
figures are supposed to add down to what totals.) 

3. Frequent guidelines ease the movement of the eye 
to the appropriate figures. 

4. Upper case is used for totals; lower case for com- 
ponents of these totals. 

5. Cents and meaningless percentage points are 


dropped. 


NATIONAL ASSOCIATION OF ACCOUNTANTS, RESEARCH 
BuLieTIn No. 23, Accounting for Labor Costs and 
Labor Related Costs (New York: National Association 
of Accountants, 1957, pp. 68, $1.50). 


Among the many changes which have occurred dur- 
ing the last two decades few have presented more diffi- 
culties to the accountant than have those connected 
with labor, the replacement of labor with machinery, the 
cost of training employees, wage increases, various pro- 
visions of union contracts, the cost of so-called fringe 
benefits, and other labor-related costs. 

This timely summary of a study “based largely upon 
practices of forty-eight companies selected to provide a 
cross-section of the different types of manufacturing in- 
dustry” is packed with the kind of information which 
everyone concerned with labor costs will welcome. 

The report is divided into eight short chapters ac- 
companied by ten exhibits summarizing the results of 
the study. The first chapter entitled “Importance of 
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Labor-Related Costs” outlines the increasing impor- 
tance of labor-related costs and suggests definitions 
which should lead to uniformity and better statistical 

tation. “The Changing Nature of the Labor 
Force” is the title of Chapter 2 which deals with the 
efiects that increased use of automatic equipment has 
had upon labor cost accounting and calls attention to 
the importance of the wider use of production center 
manning crews and cost center control rather than indi- 
vidual operation control of labor cost. 

There has long been a serious need for better and 
more standardized definitions of labor cost classifica- 
tions. The title of Chapter 3 is “Classification of Manu- 
facturing Labor Costs,” and while the significant fea- 
tures of the definitions are not new, the discussion is 
pertinent and should help to standardize the terms. Ex- 
hibits 2, 3, and 4 supply many useful illustrations of 
company practice in classifying and defining direct la- 
bor. Another exhibit, No. 5, presents a list of seventy- 
eight labor-related costs, not all of which can be in- 
cluded among the fringe benefits of labor. 

Chapters 4, 5, 6, and 7, together with the accom- 
panying exhibit, No. 6, summarize and discuss payroll 
and accounting procedures, and the widely varying 
practices with regard to the distribution of indirect 
manufacturing labor and labor-related costs. 

The study is brought to a close in Chapter 8, “Full 
Wage Costs,” with a brief discussion of that subject and 
recommendations for better reports to management il- 
lustrated by three more exhibits. 

The study certainly was needed. It appears to have 
been satisfactorily carried out and summarized in the 
report. It seems fair to say that the National Accounting 
Association can add this to its long list of useful research 
studies and contributions toward better cost accounting. 

James W. DaVavutt 
Professor of Accounting 
University of Florida 


Leo A. Scumipt, Accounting II (New York: American 
Institute of Banking, 1957, pp. viii, 360, not for sale 
or general distribution). 


In writing this volume the author has accepted a 
great responsibility, but at the same time has been 
given a fine opportunity to explain the functions of ac- 
counting to many young banking officers who will be- 
come the bankers of tomorrow. 

In eleven very readable and clear chapters the author 
covers the material generally found in second semester 
accounting which is followed by a good chapter on anal- 
ysis and another on budgeting. 

The terminology is quite standard throughout the 
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operating accounts are closed to an account called ex- 
pense and revenue. In accounting certain words go to- 
gether, like profit and loss, income and expense, and 
certainly the Michigan school of thought stresses the 
matching of cost and revenue. Therefore, expense and 
revenue is a rather odd matching. Possibly the Educa- 
tion Director sensed this, for he states in the preface 
“The terminology used in this text represents the au- 
thor’s preference.”” However, in the chapter on partner- 
ship and also in manufacturing the summary account 
becomes profit and loss. 

In the chapters on partnership there is no mention of 
Goodwill and no explanation of entries involved in ad- 
mitting a partner who is credited with a greater or less 
share of the partnership than the amount which he in- 
vests. 

There are a few controversial items. Treasury stock 
is simply deducted from Stockholders Equities without 
an earmarking of surplus (p. 107). Treasury Stock Sub- 
scribed is shown as a current liability (p. 128). There is 
a good form of cash reconciliation (p. 157) which estab- 
lishes the cash for balance sheet purposes, but later the 
author makes a distinction between cash on hand and 
cash in bank (p. 160 and p. 285). The reviewer assumes 
an imprest fund system is in operation as explained in 
Accounting I (see notation p. 161). In the chapter on in- 
ventories there is the statement that LIJFO is generally 
considered the best possible interpretation of cost (p. 
206), and that market price means the price at which 
goods could be repurchased (p. 207). There is no men- 
tion of how to record cash discount on the purchase of 
fixed assets. 

There are many good points in the text particularly 
important for bankers—the handling of notes, dis- 
counted notes, and how to count days. A fine distinction 
is made on dividend accrual as of a record date instead 
of at declaration date (p. 184). 

It is most refreshing to find an author who has the 
vision and fortitude to state ““Bond discount is still oc- 
casionally found among the assets, but such a classifica- 
tion indicates a fundamental misconception of the 
mathematics of finance pertinent to the determination 
of bond prices at time of sale.” It would be most diffi- 
cult to convince the proverbial banker that bond dis- 
count was good collateral for a loan. 

The text is clearly written, it is understandable, the 
printing is good, the type is of sufficient size to be read- 
able, and each chapter is followed by a number of well 
selected problems. 

Vat B. LEHNBERG 
Associate Professor 
Accounting 


text, but there are some exceptions. For example, the Long Beach State College 
Economics 


RaymMonp W. GoLpsmitTH, Financial Intermediaries in 
the American Economy since 1900 (Princeton: Prince- 
ton University Press, 1958, pp. xxxv, 415, $8.50). 


In 1950 the National Bureau of Economic Research 
began a large-scale project on long-term trends in capi- 


tal formation and financing in the United States. This 
volume is the third in a series of monographs on the 
subject, and because the activities of financial inter- 
mediaries extend to all sectors of the economy it repre- 
sents a central core of knowledge on which the other 
studies can draw. 
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What is the role of financial intermediaries? Pur- 
chases of our gross national output may be financed by 
individuals, business firms, and governments “inter- 
nally” from current income and previously-accumu- 
lated assets or they may be financed “externally” 
through issues of debts and equities, which I shall call 
primary securities. In the latter case, the primary se- 
curities may be sold to other individuals, business firms, 
and governments (the “public”) or they may be sold to 
financial intermediaries. When they are sold to financial 
intermediaries, the “public” receives claims on these 
intermediaries rather than the primary securities them- 
selves. Indeed, the principal function of financial inter- 
mediaries is to purchase primary securities and in turn 
to issue debt of their own (indirect debt). The sum of 
primary securities and indirect debt, both broadly de- 
fined, is national intangible assets. 

A good measure of the growth of financial intermedi- 
aries, therefore, as Dr. Goldsmith shows in this excel- 
lent study, is the change in their share of national in- 
tangible assets—that is, their holdings of these assets 
divided by the total. (Another measure used by Gold- 
smith is the change in their share of all assets, tangible 
as well as intangible.) This share was perhaps around 
15 per cent in 1800. It was 20 per cent in 1850, 25 per 
cent in 1900, and it is approximately 40 per cent today. 
In these terms, then, financial intermediaries have 
grown continuously over the past century and a half, 
though there seems to have been an extra burst of speed 
in the last fifty years. 

Within the group of financial intermediaries, Gold- 
smith shows that the assets of the monetary system 
have over the same period declined sharply relative to 
the assets of all intermediaries. In 1800 commercial 
banks were practically the whole show. By 1850 they 
probably owned over 80 per cent of the assets held by all 
intermediaries. This share fell to about 50 per cent in 
1900, and today it is just a bit above 30 per cent. This 
last figure, though, rises above 40 per cent when the as- 
sets of the Federal Reserve banks, which were estab- 
lished in 1914, are added to those of commercial banks. 
There is no doubt that the monetary system has lost 
ground to the other financial intermediaries. In the lat- 
ter group, private life insurance companies, other pri- 
vate insurance companies, and savings and loan associ- 
ations have grown rapidly, while government lending 
institutions, federal insurance funds, and credit unions, 
among others, joined in by the 1920s and 1930s. Gold- 
smith shows these trends in detail since 1900. 

These data suggest that financial intermediaries 
have purchased an increasing share of primary security 
issues—leaving a declining share to be purchased by the 
public—and that intermediaries other than the mone- 
tary system have been increasingly responsible for this. 
Goldsmith carefully traces the share of financial inter- 
mediaries in the external financing of various sectors of 
the economy. Since the issues of the Federal government 
have been so prominent since 1900, it is not surprising 
that financial intermediaries have loaded up on these 
securities at the relative expense of other types. 

In addition to these trends, which are also examined 
with a treasure-chest of data over shorter intervals 
than I have indicated above, Goldsmith comes up with 


findings—at times almost miraculously, it 
the geographic expansion and distribution of financial 
intermediaries, on changes in their sources of funds, on 
changes in concentration of their resources, and on a 
whole host of other topics pertinent to financial develop- 
ment. 

This volume is likely to have a very great impact in 
the field of finance. This field, like so many others, is 
presently populated with two distinct groups, one com- 
posed of “institutionalists” who deal in a disorderly 
way with many aspects of the field, the other composed 
of “theorists,” in this case “monetary theorists,” who 
deal rigorously with a very small segment of it. It is 
quite possible that Goldsmith’s efforts will bring these 
two groups closer together, perhaps through monetary 
theorists broadening their view to include more of the 
institutional material and so enabling the institutional. 
ists to see with what they are really working. 

Joun G. GuRLEy 
Senior staff member 
Brookings Institution 


NATIONAL Accounts REviEw COMMITTEE OF THE Na- 
TIONAL BurEAU OF Economic REsearcu, The Na- 
tional Economic Accounts of the United States: Re- 
view, Appraisal, and Recommendations, Extract from 
Hearings Before the Subcommittee on Economic 
Statistics of the Joint Economic Committee, Con- 
gress of the United States, Eighty-Fifth Congress, 
First Session (Washington, D. C.: United States Gov- 
ernment Printing Office, 1958, pp. 202, $.65). 


Early in November, 1956, the Bureau of the Budget 
contracted with the National Bureau of Economic Re- 
search to make a comprehensive review of the national 
economic accounts. For this job the National Bureau 
appointed a special National Accounts Review Com- 
mittee consisting of nine experts headed by Mr. Ray- 
mond W. Goldsmith as Chairman. This committee at- 
tempted to review the major questions in the field, but 
did not undertake to prepare a comprehensive treatise 
on the subject. In their report the committee tried to 
provide a road map for national income accounting dur- 
ing the next 5 to 10 years rather than to conduct an 
item-by-item audit of the present estimates. 

The committee has provided a skeleton summary of 
its findings and recommendations in chapter I of the 
report. To supply background and reasons for its 
recommendations the committee provides: (1) a state- 
ment of the considerations which guided it in its work 
(ch. IID); (2) a brief description of the present status of 
national accounting in the United States and abroad 
(ch. IV); (3) a condensed description of the uses of a 
system of national accounts and of the form of an inte- 
grated system which the committee regards as the long- 
range goal (ch. V); (4) a more detailed discussion of a 
number of conceptual and practical special problems of 
the national income and product accounts (chs. VI to 
VIII), and by the breakdowns of the accounts by re- 
gions (ch. TX), and by the size of income (ch. X); (5) 4 
consideration, necessarily very selective, of the statisti- 
cal adequacy of the national income and product esti- 
mates (ch. XI); (6) a discussion of the other chief com- 
ponents of a system of national accounts, namely, flow- 
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offunds statements (ch. XII); input-output tables 
(ch. XIII) and national balance sheets (ch. XIV). 

Though space limitations will not permit a complete 
listing, a few of the more important recommendations of 
the Review Committee should be discussed. They fall 
roughly into five major categories: 


(a) Statistical strengthening and improvements in basic 
data 


If implemented, the specific recommendations made 
here would result in more reliable series on the net in- 
come of unincorporated non-farm enterprises, corpora- 
tion profits, business inventories, personal consumption 
expenditures, capital outlays by business, value of con- 
struction, savings, and national product in constant dol- 
lars. 


(b) Changes in the structure of the system of national eco- 
nomic accounting 

Judging from the Hearings, the most controversial 
issue to emerge from the report is the Review Commit- 
tee’s advocacy of a conceptual integration of the five 
segments of the national economic accounts into a single 
national accounting system encompassing Government 
budgets, national income, and product accounts; flow- 
of-funds statements; an input-output table, and a na- 
tional balance sheet. 

Fuller disclosure and more detail is advocated in the 
income and expenditure data for the present “house- 
hold” and “Government” sectors. 

Tointroduce more flexibility and to permit users to 
work with figures most serviceable for their purposes, 
the committee recommends: (1) that estimates be pro- 
vided to show purchases of consumer durables and Gov- 
emment outlays for structures and equipment; (2) that 
estimates of depreciation allowances and stocks of re- 
producible durable assets should be provided on the 
basis of replacement cost as well as original cost; and 
(3) that estimates of realized capital gains (and—as soon 
as data permits—of unrealized capital gains) should be 
provided as an integral part of the system of national 
economic accounts. 

To provide a link between the income and product 
accounts and national balance sheets, the committee 
advocates that a change-in-assets-and-liabilities account 
should be set up for each of the main groups, house- 
holds, business, and Government. This purpose also 
supplies a second reason for its advocacy of estimates 
of capital gains of the main sectors. 


(c) Improvements in the national income and product ac- 
counts 

The committee concluded that more emphasis should 
be put on the development of estimates of national in- 
come and product in constant prices. To this end it 
recommends: (1) development of quarterly constant 
dollar estimates; (2) expansion in detail in the present 
annual estimates of consumption, investment, and 
Government expenditures in constant prices; (3) de- 
velopment of a constant dollar distribution of gross na- 
tional product by industry of origin together with a 
corresponding distribution of man-hours employment 
for productivity analysis; (4) development of additional 
price indexes, It should be noted here that respondents 
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to the committee’s questionnaire—when queried con- 
cerning desired improvements and extensions in the na- 
tional accounts—checked quarterly estimates of gross 
national product at constant prices more often than any 
other one item. 

For the benefit of users needing short-term data, the 
committee recommends that the quarterly national in- 
come and product estimates should be released in some- 
what greater detail. 

To enable business and economic analysts to make 
use of the latest figures, the committee recommends that 
significant revisions in quarterly and annual estimates 
should be published currently rather than held—as is 
now the general practice—until about 6 months after 
the end of the year. 

(d) Improvements in estimates of other segments of na- 
tional economic accounts 

(1) Flow-of-Fund Statements. To facilitate their use 
in the current analysis of the capital market, the com- 
mittee recommends that the flow-of-funds statements 
should be put on a quarterly basis and released within 
about 3 months after the end of the quarter. 

To increase the accuracy of the flow estimates for 
intangible assets, particularly for stocks and bonds, the 
committee recommends that continuous efforts should 
be made (i) to put the flow-of-funds statements more 
consistently on a gross basis; (ii) to show separately 
purchases and sales rather than only the net balance, 
and (iii) to use actual flow figures rather than to infer 
them from unadjusted changes in reported holdings. 

(2) Input-Output Tables. The committee noted that 
no input-output table has been available for a period 
later than 1947 and that a more up-to-date table would 
be helpful in many fields of economic and business anal- 
ysis. To fill this need, it recommends (i) the construc- 
tion of an abbreviated input-output table based upon 
1954 census data as a first step leading toward a more 
comprehensive and continuing program and (ii) that 
preparations should be made to utilize the results of the 
1958 economic censuses to build up a comprehensive in- 
put-output table for that year. At the Hearings these 
recommendations received strong and enthusiastic en- 
dorsement from Ewan Clague, Commissioner of Labor 
Statistics, and also from Robert E. Johnson, Economist 
and Actuary of Western Electric Company. 

(3) National Balance Sheets. The committee recom- 
mends that a private research organization should un- 
dertake a thorough study of the conceptual and prac- 
tical problems of constructing national and sectoral 
balance sheets. This study could serve as the basis for 
regular, and ultimately annual, estimates by a Govern- 
mental agency, which estimates in turn would fill the 
main gap now existing in the official interrelated system 
of national economic accounts. 

(4) Other. The committee recommends that the 1960 
census of population should be utilized and made the 
occasion for a concerted effort on the part of Federal 
statistical agencies to fill some of the gaps in our knowl- 
edge about the distribution of personal income by size. 
(e) Organization of national economic accounting work 

The committee notes that a substantial increase in 
the staff of the National Income Division of the Depart- 
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ment of Commerce is an urgent necessity and a pre- 
requisite of many of the Committee’s recommendations. 
It especially advocates the addition of a special Re- 
search Section to this National Income Division. 

The Review Committee’s recommendations are both 
constructive and realistic. They represent the result of 
careful investigation and thoughtful study on the part of 
a thoroughly competent group of experts. They merit 
very careful consideration. 

Witson L. FARMAN 
Associate Professor of Economics 
Colgate University 


RESEARCH STAFF OF THE NATIONAL INDUSTRIAL CoN- 
FERENCE Boarp, The Economic Almanac 1958, 14th 
Edition (New York: Thomas Y. Crowell Company, 
1958, pp. xii, 673, $3.75). 


The Economic Almanac 1958 prepared by the Re- 
search Staff of the National Industrial Conference 
Board states in the foreword “. . . ‘The Economic Al- 
manac’ eighteen years ago was to meet the need for a 
compact, convenient handbook of the latest, most sig- 
nificant and trustworthy statistical and other data use- 
ful to business executives, labor leaders, public officials, 
educators, students, journalists and others concerned 
with current economic problems. 


“The Almanac as it now appears is the outgrowth of 
THE CONFERENCE BOARD’S continuous effort for 
more than forty years to serve all these groups as a cen- 
tral source of dependable information regarding the di- 
verse and changing conditions and problems of business 
enterprise in this country and abroad. 

The 14th Edition presents revised tables which have 
been brought up to date wherever possible. The Alma- 
nac is divided into 25 sections which present economic 
information under a wide variety of classifications in- 
cluding a section on Canada which gives a picture of 
economic developments in the Dominion. 

The Research Staff of The Conference Board set up 
three criteria for the selection of material included in 
this volume: 

“First, is the information significant or important, 
from the point of view of practical business or general 
public interest? ... 

“Second, is the information current and up to 
date?... 

“Third, is the information reliable? . . .” 

This very carefully prepared volume with its 800 
tables provides a tremendous amount of economic data 
and should be a very valuable reference for classrooms 
and research. The book is well indexed for easy refer- 
ence use. 


J.S.L. 


Electronics 


Ricuarp G. CANNING, Installing Electronic Daia Proc- 
essing System (New York: John Wiley & Sons, Inc., 
1957, pp. x, 193, $6.00). 


This book is a sequel to Electronic Data Processing for 
Business and Industry which dealt with the planning for 
use of electronic data processing machinery. 

In Installing Electronic Data Processing System, 
Canning starts from placement of an order for equip- 
ment and covers plans for installing, programming, and 
converting to the new system. His objective was, first, 
a practical realistic discussion of problems of general in- 
terest; second, development of an efficient approach to 
systems design instead of merely equipment substi- 
tution; and, third, aim at needs of fairly high-level man- 
agement. Readers are expected to be familiar with basic 
concepts of electronic data processing, files and records, 
and computer programming. 

The book is a “‘case’”’ study of one manufacturer of 
aircraft components as a composite of experience of 
many companies. It introduces a new system to im- 
prove work standards, scheduling, and material inven- 
tory control. Interests of different groups within man- 
agement are covered. Canning puts new equipment and 
techniques in focus as being just part of a larger manage- 
ment improvement program. 

Chapters deal with organization of the personnel 
program, personnel selection, systems planning, gen- 
eral programming, re-programming after a year, equip- 
ment facilities, conversion, reliability, and equipment 
loads. 

Chapter IV, for example, on systems planning shows 


why a particular area was selected; the relationship of 
data processing to management improvement programs; 
and time involved in each phase of planning, installa- 
tion, and operations. File maintenance procedures for 
magnetic tape are treated at length. 

Experience after four years is summarized in retro- 
spect to show benefits of the program, value to manage- 
ment (problem areas solved in the short run), and the 
future (organization changes, use of equipment for cal- 
culations involved in predicting the future, and tying 
together data processing and factory operations). 

One appendix gives status of systems plans at end of 
second year. Two more cover personnel selection and ad- 
ministration throughout the whole program. 

Canning’s second volume is a valuable companion to 
his first. 

RosBert H. GREGORY 
Assistant Professor of Industrial Management 
Massachusetts Institute of Technology 


Nep CuHapIn, An Introduction to Automatic Computers 
(Princeton, New Jersey: D. Van Nostrand Com- 
pany, Inc., 1957, pp. viii, 525, $8.75). 


The author wrote the material in this book to re- 
move “. . . the mystery that seems to shroud automatic 
computers. . . .” The attempt is to discuss in layman’s 
language the automatic computer’s functions and its 
uses and limitations. It is evident to the reviewer that 
the author has fulfilled his objective. The enterpriseis 
viewed as a major communication system, with sub- 
systems found in information handling in accounting, 


product: 
proach 
er’s inte 
much b 
stallatio 
literatu 
The 
ness poi 
tific poi 
The 
First, 
the rea 
puters ( 
ond, th 
tations 
8,9, 10 
the bo 
Table « 
Syst 
Auton 
sary of 
The 
| view 
the 
order! 
technic 
earlier 
matic 
cost q 
of a cc 
presen 
be hel 
Th 
gressi 
as out 
of pro 
(progr 
Input 
in Ch 
defe’ 
rectly 
comp 
stud 
acqui 
neces 
This 
comp 
A 
ficatic 
justif 
prop 
actio: 
conve 
catio 
conn 
In 
engin 
rela: 


Book Reviews 537 


production, research, and engineering. Such a basic ap- 

to information handling should attract the read- 
er’s interest because the business systems concept is 
much broader than the segmented clerical-payroll in- 
stallations approach frequently taken in some current 
literature. 

The automatic computer is discussed from the busi- 
ness point of view rather than the engineering or scien- 
tific point of view. 

The text may be divided into two major sections. 
First, the chapters primarily devoted to acquainting 
the reader with the fundamentals of automatic com- 
puters (Chapters 1, 2, 7, 11, 12, 13, 14, 15, and 16). Sec- 
ond, the chapters that are devoted to the uses and limi- 
tations of the automatic computer (Chapters 3, 4, 5, 6, 
8,9, 10, and 17). In addition to these major sections of 
the book the author has included three appendixes: 
Table of Powers of Two, Reference Table of Number 
Systems, and Information on commercially available 
Automatic Computers. There is also a very useful Glos- 
sary of computer terminology. 

The text takes a very elementary and methodical 
view of programming, system analysis, functioning of 
the computer, and areas of application. The author’s 
orderly approach makes these topics easier for the non- 
technical reader to understand than do some of the 
earlier presentations. 

Although the author states quite correctly “very 
little has been published that is of much value on auto- 
matic computer costs” (p. 151), his chapter treats the 
cost question briefly. Even though the prospective cost 
of a computer system for each user will be unique, the 
presentation of examples in the “‘cost” chapter would 
be helpful. 

The contents of this book follow the concept of “pro- 
gressive immersion” on such basic computer problems 
as output of the automatic computer, the ultimate goal 
of processing and the process data, and the instructions 
(program) that direct the computer together with the 
input problems. After a broad definition of a computer 
in Chapter 1, the technical description of hardware is 
deferred until after the applications discussion. 

The “output” and “input” topics (Ch. 5, 6) lead di- 
rectly into the preparation of business data for automatic 
computer applications (Ch. 7). The executive or student 
studying the illustrative flow diagrams would be able to 
acquire a basic understanding of the systems analysis 
necessary in the preparation for a computer application. 
This text material is followed with a discussion of the 
computer costs and justification (Ch. 8, 9). 

A systematic approach is recommended for the justi- 

tion of an automatic computer. The discussion of 
justification covered such topics as selecting the ap- 
propriate automatic computers, profitability, report and 
action, preparation for installation, installation and 
conversion, and follow-up. Choice of the term “justifi- 
cation” is unfortunate if “evaluation” is meant; the 
connotation is that a “‘bill of goods’’ is to be sold! 

In justification studies the materials factors can be 
engineered, but the human factors cannot. The human 
relations problem resulting from the introduction of an 
automatic computer must be given every consideration. 


The author emphasizes the human elements that are es- 
sential in the successful adaptation of an automatic 
computer, such as: training, employment levels, and or- 
ganization (Ch. 10). 

The personnel responsible for the computer opera- 
tion, in the earliest stages, should be taught to view the 
computer as another production machine. It should not 
be viewed as a “toy” but as an integral part of the pro- 
duction equipment in the information handling sys- 
tems. While teaching the operational chapters input, 
output, and computer operation, it would be helpful to 
use manufacturers’ films to give the student visual aids 
in his learning process. The materials may include neces- 
sary and appropriate details of the computer room and 
auxiliary rooms. 

The text material also includes the fundamentals of 
the computer, computer design, the arithmetic and logic 
unit, binary system, coded decimal systems, addition, 
subtraction, multiplication, division, alphabetic data, 
storage units, types of storage devices, input and out- 
put units, characteristics of input-output typewriters, 
paper tape equipment, punched card equipment, mag- 
netic tape equipment, line printers, and control units. 
The preceding topics are treated at a level that can be 
understood by business executives interested in this 
topic and students in college and university courses 
using this text. 

The level of this book seems to be directed toward 
the business executive or student in a college or univer- 
sity studying business systems. The text could be used 
profitably in accounting systems, management science, 
and management controls courses if supplemented by 
cases from industry. The author is to be congratulated 
for making a complex subject understandable to the 
business administration student. 

James Don Epwarps 

Professor and Head, 

Dept. of Accounting & 

Financial Administration 
Michigan State University 


Siskin, Electronic Computers and Business In- 
dicators, NBER Occasional Paper 57 (New York: 
National Bureau of Economic Research, Inc., 1957, 
pp. iv, 51, $1.00). 


The Shiskin report deals with the development, 
through electronic computer programming, of a pro- 
cedure for separating the more meaningful business 
trends from seasonal and irregular fluctuations. The 
procedure has been tested and is being used by many 
government agencies; it is available to the general pub- 
lic. Business economists should benefit both from the 
use of the underlying data and the computed seasonal 
factors. 

The need for studying economic indicators to deter- 
mine the stage of the business cycle at which the econ- 
omy stands is explained. Its importance to both govern- 
ment and business decisions is developed. 

The value of same-month-year-ago comparisons fre- 
quently used to eliminate seasonal fluctuation is dis- 
cussed. This method is simple, but contains drawbacks 
which are particularly critical at cyclical turning points 


1 of { 
for 
en- 

di- 

ess 

ve 

ic 
in- 

of 

up 

in 

at, 
ral 

to 

00 

ta 

S 

of 
1S; 
or 

0 

ne 

of | 
d- 

to 
n- 

e- 

ic 

ts 
at 

is 


588 The Accounting Review 


and indicate the need for the development of better 
methods. 

An electronic computer program for adjusting sea- 
sonal and irregular time series to a form that shows pri- 
marily the cyclical movements is presented. The pro- 
gram corrects the original observations for differences 
in the number of working or trading days, adjusts the 
series for seasonal variations, and then irons out the ir- 
regular movements. Each step of the program is thor- 
oughly explained in the paper. A detailed listing of all 
the computational steps and a sample print-out of final 
tables are in Appendix A. 

The procedures presented are essentially modifica- 
tions of conventional methods. The approach to the 
programming problem is intuitive and omits rigorous 


mathematical analysis. The program is presented as a 
step in the right direction. It includes many calculations 
previously omitted and gives a glimpse of what can be 
accomplished if electronic computers are fully exploited 
for business and economic analysis. 

A more technical report on this subject, “Seasonal 
Adjustments by Electronic Computer Methods” by 
Julius Shiskin and Harry Eisenpress has been pub. 
lished in the December issue of the Journal of American 
Statistical Association and as NBER Technical Pauper 
#12. 

Donatp W. Brown 

Associate Professor of 

Industrial Administration 
State College 


Finance 


Cuartes N. HENNING. International Finance (New 
York: Harper and Brothers, 1958, pp. xix, 481, 
$7.50). 


Professor Henning has compiled a useful textbook. 
It is voluminous, detailed, and up to date, with wide 
coverage of practical and theoretical materials. Each 
chapter is well supplied with references, study ques- 
tions, and problems to simplify the task of the over- 
burdened teacher and to stimulate the underburdened 
student. 

After two introductory chapters (Part I) on the bal- 
ance of payments which spend considerable time com- 
paring the balance of payments statement with various 
accounting statements, there are six chapters (Part IT) 
on the documents and practices of foreign trade. These 
chapters are detailed enough to serve as a reference 
handbook. In Chapter 4, for example, 31 of the 46 pages 
are reprints of insurance documents. The material of 
Part II will be best understood by a student who is 
familiar with money and banking and business law, 
with which subjects these chapters are well integrated. 
Part III consists of six chapters on the operations of 
foreign exchange and banking institutions. The organi- 
zation of Parts IT and ITT leads to some repetition of the 
discussion of documents and practices. In addition, it 
seems to this reviewer that the description of the For- 
eign Department of a Bank (Chapter 10) is not of suffi- 
cient importance to merit a separate chapter, and mas- 
tery of the material of Chapter 11 on Bank Procedures 
might well be left to the new employees’ on-the-job- 
training, Chapters 12 and 13 on foreign exchange trad- 
ing and rates are especially good in providing an intel- 
lectual challenge, in contrast to the two short descrip- 
tive chapters that follow. 

Part IV contains seven chapters on various current 
problems in international financial economics. In gen- 
eral, these chapters have good coverage, hit the im- 
portant points, and will be acceptable to teachers of 
economics as well as those of finance. There is quite a 
jump, however, from the microscopic coverage of the 
material in the first 15 chapters to the macroscopic 
treatment of the remainder. If it is argued that the 
ramifications of financial practice are only barely 


touched on in Parts II and III, it must be admitted at 
least that the material of Part IV is on a much different 
and higher level of theoretical abstraction. The instruc- 
tor will have plenty of scope for initiative and ingenuity 
in rounding out the condensed material of the chapters 
on foreign exchange, dollar shortage, international lend- 
ing, and political and social aspects of international 
finance. Happily, on most points the instructor will not 
find himself in conflict with the textbook as may happen 
when the job is less competently done. 

A possible criticism of the book is that it attempts 
too much and that its treatment is somewhat uneven. 
It is easy for the reader to say this if his own preferences 
for emphasis differ from those of the author. Never- 
theless, the book is a welcome addition in a field which 
needs a modern treatment. It merits considerable use. 

SAMUEL E. BRADEN 
Professor of Economics 
Indiana University 


WALTER S. SEIDMAN, Accounts Receivable and Inventory 
Financing (Ann Arbor: Masterco Press, 1957, Pp. 
149 and appendix, $4.75). 


As those who are familiar with Mr. Seidman’s trea- 
tise on finance companies and factors will recognize, the 
book under review is a reproduction in print of the au- 
thor’s mimeographed volume issued by the National 
Commercial Finance Conference, Inc. in 1956 under the 
title of Finance Companies and Factors. According to 
the foreword, written by William J. Drake, executive 
vice president of the Conference, the reception enjoyed 
by the mimeographed edition suggested the advisa- 
bility of a cloth-bound reprinting. 

In this reprinting one notes here and there minor 
changes in wording, which are all to the good. Also a 
few more forms have been added to the appendix. In 
the next printing it would be desirable to page the ap- 
pendix and to show in the table of contents, or on the 
page containing the ‘Index to Forms,” the page num- 
bers for the various forms. 

The text matter of 147 pages is divided into seven 
chapters of widely varying length. Chapter 1 opens 
with a short account of financial agencies that lend to 
business concerns, and presents brief sketches of the his- 
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torical development of the factor, the commercial fi- 
nance company, and the sales finance company. Chap- 
ter 2 examines in considerable detail the legal principles 
and the mechanics of operation involved in accounts re- 
ceivable financing, while Chapter 3 devotes only 9 pages 
to the legal principles and operating procedures con- 
cerned in factoring. 

Chapter 4 gives sufficient attention to the special 
problem of drop-shipment financing in its 6 pages, and 
Chapter 5 sets forth a thorough treatment of inventory 
joans, dealing in detail with such important topics as 
warehouse receipts, the factor’s lien, trust receipts, and 
the mechanics of processing applications for inventory 
joans. Chapter 6 on import and export financing con- 
tains adequate sections on letter of credit transactions 
and sight draft transactions. Chapter 7 on instalment 
sales financing deals with the essentials of sound financ- 
ing, the requirements of good contracts, arrangements 
between dealer and financing institution, and the basic 
economics of instalment selling. 

The text is not annotated with references to the vari- 
ous important articles and scholarly works which have 
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been published treating the topics discussed and, thus, 


is lacking in this respect in its usefulness for the stu- 
dent who wishes to pursue further study in this field. 


However, it seems clear that the author’s objective was 
to produce a treatise of the practical type, more in the 
form of a manual than a textbook, and this objective 
has been achieved in this volume, which will be of value 
to the accountant, the teacher of accounting who has 
clients to advise, and the practical businessman. 

In this connection, the particular excellence of Mr. 
Seidman’s book is to be found in its carefully detailed 
elaboration of the mechanics of operation and the legal 
principles involved in the types of financing activities 


it treats, and in the complete reproductions of the legal 


forms required, which are gathered together in the ap- 
pendix. It is a how-to-do-it book, so to speak, and 
therefore possesses a special value to all those who are 
interested in the practical problems involved in financ- 
ing accounts receivable and inventories. 
Crype PHELPS 
University of Southern California 


Management 


T. G. Rose anD Donan E. Farr, Higher Management 
Conirol (London, Toronto, New York: McGraw- 
Hill Book Co., Inc., 1957, pp. xii, 290, $6.50). 


This volume’s imposing title indicates its purpose: to 
present for chief executives a comprehensive frame- 
work for controlling the business as a complete entity. 
The senior author, a London industrial consultant, has 
previously written three volumes, all published in Eng- 
land: The Internal Finance of Industrial Undertakings; 
Business Charis; and Higher Control in Management. 
The present work is an attempt to combine and adapt 
them to American management with the help, of course, 
of the junior author, a vice-president of a prominent in- 
dustrial engineering consulting firm of Pittsburgh. 

At the outset, the reviewer agrees with the authors’ 
belief that “‘it has a great deal to offer to the executive 
who has not been fortunate enough to have an ac- 
counting education.” And that “it can help the ac- 
countant who has difficulty in presenting his data” so 
that the manager ‘‘can get the most from them.” 

Stating that ‘‘the chief executive of any undertaking 
no matter how small or large” is dependent upon suffi- 
cient and timely ‘‘control information,” the authors 
promise to present for use of such executives and con- 
trollers “a practical and time-tested system of (top) 
management controls.” The end product of this (pack- 
aged(?) or integrated) system is a report showing the 
company “position” as to sales, (manufacturing) opera- 
tions, profit and loss (for operating budget), and finan- 
cial condition. 

There are twenty-one short chapters grouped in 
seven sections. Section One, ‘“‘Fundamentals of Manage- 
ment Control,” covers in five chapters, with a total of 
fifty pages, the relation of control and general manage- 
ment of a business, the technique of top-management 
control, importance of statistical arrangement in con- 
trol, the trend method of comparison; and installation 


of the “Higher Control” method. 

Sections Two to Five present the details of the meth- 
od. Section Two is a single chapter on “the business 
position” (sales), and Section Three is another on “the 
operating position” (manufacturing). Section Four con- 
sists of three chapters on “The Profit and Loss Posi- 
tion,”’ and they are a surprisingly condensed and read- 
able summary of the accounting process and earnings 
report (which accountant readers might wish to omit). 
Both the executives and the accountants will find real 
interest and substantial value in Chapter XI: “The 
Control of the Profit and Loss Position and the Sales 
Dollar.” 

One third of the whole book is given over to Section 
Five: “‘The Financial Position.” Obviously, these seven 
chapters are concerned with balance sheet matters. 
Again in three chapters, a condensed explanation is 
given of accounting practice and theory, in this case 
covering assets and debts and ownership. Accounting 
professors will find in this three-chapter resume only a 
refreshing British-type example of efforts by non-ac- 
counting authors to present accounting theory to non- 
accounting (business executives) readers. 

The last four chapters of the ‘Financial Position” 
section, however, move more directly to the stated 
problem of arranging and using balance sheet items for 
managerial control purposes. They are: ‘Fixed Capital 
Investment and Circulating Capital Flow Speed”; 
“Working Capital, and the Cash Forecast”; ‘Asset 
Variation Statement, and the Effects of Sales Fluctua- 
tion”; and “Data for the Financial Control.” 

The most unique and specific exposition of control 
method is in the two chapters of Section Six: ““The Con- 
trol in Action,” 

The first presents the work by the controller or the 
executive staff-assistant and by the chief executive in 
assembling and interpreting the “Higher-Control Part 
I Report,” which covers sales and manufacturing. 
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The Part I Report is prepared for the executive group 
meeting to be held not later than one week after the 
end of the month. This Report is based on ten stated 
“Key Schedules” covering: sales orders, billings, and 
back-log; product cost; factory operating statistics; 
profit and loss current (month) statement; profit and 
loss cumulative; expense details; balance sheet; cash 
forecast; ‘‘asset variation statement”; and ‘movement 
of funds.” 

The second phase of ‘Control in Action” (Chapter 
XX) illustrates the “‘Part II Control Report, and the 
(next) Board Meeting.” This short meaty chapter deals 
entirely with the control process illustrating actual re- 
ports to the chief executive and should be useful to prac- 
tically all readers. 

Executives and students of management will have 
special interest in the single chapter of Section Seven 
entitled ‘‘“Management’s Use of ‘Higher Control,’ the 
Value of the Method.” 

Finally, Section Eight comprises three “appendixes”: 
an illustrative case; presenting statistics by graphical 
methods; and (oddly) ‘The Special Higher Control Sta- 
tionery.”’ 

Numerous figures (78) illustrate the textual matter. 
Most of them properly include actual numbers en- 
hancing its credibility. Diagrams are equally commend- 
able, especially those diagramming business operations 
and the flow of assets. One illustrative figure showing 
“Movement of Funds” (“sources and applications,” or 
“‘where-got where-gone” among Americans) is excep- 
tional for brevity, clarity, and British-type journalistic 
writing. 

Throughout the book the authors deliberately use 
simple non-technical language. In itself this gives tech- 
nically proficient accountants helpful guidance in 
“translating” accounting terminology into acceptable 
business and managerial conceptsand language. Students 
of accounting, management, and statistics should all 
benefit from two chapters and two “appendixes” de- 
voted to the use of statistics in managerial control. 
Style of presentatior elicits praise or condemnation ac- 
cording to the temperament of the reader. The authors 
make little effort to explore critically and analyze in a 
comprehensive or scholarly manner the aspects or 
phases of matters covered, whether accounting or ad- 
ministrative management. Instead, the authors use a 
simple expository style in presenting what they con- 
sider “the best framework yet devised” for providing 
the executive with ‘‘a truly integrated picture of the 
workings of his company,” “‘best”’ because “‘it is an inte- 
grated structure built to a special design out of old and 
tried components.” Consequently, its presentation is es- 
sentially ex cathedra, and is essentially a manual of 
method. 

The only special adaptation for use as a text con- 
sists of exactly five questions at the end of each chapter. 
While comprehensive as to memory, few questions are 
provocative of critical thought or judgment. No prob- 
lems or case materials are provided. Management and 
accounting students may take opposing views of the non- 
accounting terminology used in large part; British-isms, 
likewise, may be either irritating or intriguing. 

The industrial and engineering background of the 
authors explains an obvious bias toward materiel con- 


siderations with little attention to control of personne! 
areas or problems, The method presented is frankly an 
outgrowth of manufacturing experience and is intenced 
primarily for such concerns, although stated to be 
adaptable to other types of business. The so-called 
“Higher Control” system for management has a stipu- 
lated or standard set of “key” items (budget items, 
ratios, and the like). Although admitting the'possibility 
of separate businesses selecting their own “key” or sig. 
nal items, such adaptations are not emphasized or even 
illustrated. The authors think their standard “Higher 
Control” system is equally useful or adaptable to busi- 
nesses from the smallest to the largest. To the reviewer, 
the potential benefit seems likely to be far greater to 
the smaller concerns, typically lacking in adequate 
staff assistance, and especially unlikely to have a full. 
fledged controller’s department or regular service of out- 
side management consultants. 

An attempt to evaluate the probable usefulness of 
this British introduction must include three considera- 
tions. The narrowest considerations concern the me- 
chanics or techniques of control through provision and 
use of relevant information ve the company’s condition 
and operations: ratios, budgets, flow of assets, trends of 
income and expense, and the like. This volume gives 
slight treatment to any of these individually, but it does 
provide substantial help in interlocking them all intoa 
pattern of control whether or not it constitutes as al- 
leged ‘“‘the best framework ever devised for the pur- 
pose.” 

A second consideration for impartial evaluation is 
comparison with recent American publications in the 
field of control. However interested American account- 
ants and executives may be in learning from their Brit- 
ish cousins concerning “Higher Control” for Manage- 
ment, they are unlikely to renounce in the market place 
of ideas such classic publications as those from the Con- 
trollership Foundation on the H. J. Heinz Co., et al, or 
the American Accounting Association’s (Thomas, Edi- 
tor) Readings in Cost Accounting, Budgeting, and Control. 

The final consideration concerns Management itself. 
As a professor of both management and accounting, the 
reviewer conceives “‘control’’ as equivalent to the entire 
management process: (1) legislating, including policy 
making or long range planning; (2) organizing, includ- 
ing job structure and staffing; (3) directing, including 
budgeting; (4) supervising, especially ‘man manage- 
ment” on the job; and (5) appraising, or judging ac- 
complishment of men and methods. The authors of High- 
er Management Control state in their preface that the 
book presents a control “framework which includes 
every aspect of his management to which—the chief 
executive’s—attention should be drawn.’’ A careful ex- 
amination shows suitable coverage of only two of these 
aspects: directing and appraising. There is but slight 
mention of legislation; and apparently a complete 
omission of organization and supervision. 

Enjfin, it is a useful book, but somewhat less than per- 
fect. Whatever King Philip’s triumphs may be, some 
work on higher management control still remains for 
Alexander to do. 

CHESTER F. Lay 
Professor of Management and Accounting 
Southern Methodist University 
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Mathematics and Statistics 


Wurm L. Hart, Mathematics of Investment (Boston: 
D. C. Heath and Company, 1958, Fourth Edition, 
pp. vii, 343, tables pp. 150, $6.75). 

The preface of the fourth edition of this widely used 
textbook, Mathematics of Investment, states: “The pri- 
mary aim has been to adapt the material, particularly 
that involving annuities certain, to the needs and the 
ability of the typical student in a college of business ad- 
ministration.” The book is not a treatise on the subject, 
nor will it have much appeal to a reader who already 
has some knowledge of the field. But for a beginner, and 
especially a beginner with only slight mathematical 
background, it should prove an excellent text. 

The first seven chapters cover the topics of simple 
interest and discount, compound interest, annuities, 
bonds, depreciation and perpetuities. The eighth and 
ninth chapters are titled Auxiliary Topics and consist 
of approximately one hundred pages of elementary alge- 
bra. The student who is poorly prepared in mathematics 
will find them useful supplementary reading. 

Throughout the book the material is carefully 
treated and clearly presented. The selection of topics is 
confined to elementary and basic problems with a mini- 
mum of theory. A step by step explanation, usually 
based on an example, characterizes the approach 
throughout. Any student should be able to read the 
book without a teacher. Although there is a very gener- 
ous supply of problems, there is very little variation 
among them, and most of them are merely numerical 
exercises using one of the formulas of the text. There 
are very few problems that require a mental effort by 
the student. 

This is the second book in recent years to give the 
general case of annuities certain a unified treatment. Al- 
though the theory of this unified treatment has been 
well known for a great many years almost all textbooks 
handled the two cases separately and independently. 
One formula was developed for the case where the inter- 
est conversion was more frequent than the annuity pay- 
ments and another formula was developed for the oppo- 
site situation. The literature on the subject, standard- 
ized actuarial notation, and published tables have ail 
combined to perpetuate this double treatment. The 
present book develops a single formula for handling 
both cases, and also supplies the special tables which 
are needed. It is regrettable that texts did not adopt this 
approach long ago, and it is to be hoped that this text 
book will help to speed acceptance of this unified treat- 
ment. This single formula treatment of the general case 
should be especially beneficial to the student just be- 
ginning to study annuities certain. 

The two chapters on life annuities and life insurance 
are very elementary and very brief, but they do provide 
an introduction to the subject however limited. 

The book contains one hundred fifty pages of tables. 
All of the compound interest tables and annuity tables 
that are needed are included. There are also tables of 
logarithms and the Commissioners 1941 Standard Ordi- 
nary Mortality tables and commutation columns. 

Byron Cossy, JR. 
Associate Professor 
State University of Iowa 


Cieon C. RICHTMEYER, AND Jupson W. Foust, Busi- 
ness Mathematics (New York: McGraw-Hill Book 
Company, Fourth edition, 1958, pp. xii, 412, $5.75). 


The authors intend this book for use in ‘college 
classes that include students who are preparing to teach 
commercial arithmetic in secondary schools, students 
who are planning to enter various commercial fields, or 
students who wish a general course in practical mathe- 
matics.” 

Five chapters (108 pages) are devoted to arithmetic 
and are entitled “Operations with Integers,’”’ “Common 
Fractions,” “Decimal Fractions,” ‘Percentage and Ap- 
plications,” and ‘Simple Interest and Bank Discount.” 

Chapters 6 and 7 (54 pages) are devoted to “Graphs” 
and to “Measurement, Denominate Numbers, Geomet- 
ric Figures.” Chapter 8 (21 pages) covers “‘Common 

ithms.” 


Chapter 9 (14 pages) covers “Arithmetic Progres- 
sions and Short-term Installment Buying.’”’ Chapters 10 
and 11 (49 pages) deal with ‘Geometric Progressions 
and Compound Interest” and “Annuities and Applica- 
tions.” 

Equations of the first and second degree and simul- 
taneous equations, including graphical solutions, form 
the subject matter of chapter 12 (17 pages). 

Chapters 13 and 14 (55 pages) deal with statistical 
formulas and their applications. Chapter 15 presents the 
last of a series of self-tests, this one consisting of 69 mis- 
cellaneous review problems. 

Tables included are: Five-place Log Tables; Seven- 
place Logarithms of Interest Ratios; Numbers of Days 
in Year; Compound Interest Tables including Com- 
pound Amount of 1, Present Value of 1, Amount of An- 
nuity of 1, and Present Value of Annuity of 1; and 
Powers, Roots, and Reciprocals 1 to 1,000. 

The subject matter selection is good, and the prob- 
lem materials cover broad and varied applications. The 
approach is direct and, in general, commendable. The 
self-tests provided should prove very helpful to the stu- 
dent. Problems appear to be well graded and to meet 
the authors’ objective of “ranging from comparatively 
simple ones to those challenging the best students.” 

In some areas the presentation may be found to be 
too brief to meet the needs of the average business 
student. In a number of instances, in the opinion of the 
reviewer, it assumes more knowledge and analytical 
ability than is normally possessed by those who have 
had only the usual mathematics of the elementary and 
secondary schools. This would offer a worth-while chal- 
lenge to the better students. It would also place an addi- 
tional burden upon the teacher in attempting to meet 
the needs of the remaining students. It should be 
pointed out, however, that the authors do not feel this 
to be true. To quote from the preface, one of the special 
features of the book is set forth as: 


2. Detailed development of topics, followed by a 
large number of illustrative examples, worked out in 
detail, accompanied by step-by-step explanations. 
Notes, hints, and comments on items usually trouble- 
some to the student are liberally interspersed. The 
text thus relieves the teacher of the necessity of de- 
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tailed lectures on the development of topics, enabling 
him to spend more time on individual work with the 
students.” 


Since this is the fourth edition, it must be assumed 
that the text has reasonably well met the needs of those 
who have used it in the past. 

A criticism, which some years ago appeared to be 
overemphasized in reviews of this kind, must be made 
in connection with the authors’ presentation of depreci- 
ation (pages 85-87, and 226-227). It is unfortunate that 
writers of business mathematics textbooks continue to 
present the concept of depreciation in terms of replace- 
ment funds, a misconception which has been pointed 
out many times in the past thirty years in these col- 
umns. It would be well if authors of books in this field 
would refer to Hatfield’s Accounting (1927), pages 137- 
139. 

Cuares W. ALLISON 
Associate Professor of Accounting 
University of Utak 


B. J. MANDEL, Statistics for Management (Baltimore: 
Dangary Publishing Co., 1956, pp. xii, 408, $6.00), 


Anyone who has taught an elementary statistics 
course to business administration students has been 
faced with the task of creating a learning attitude 
among students who view the subject as an unpalatable 
dish of complex techniques, confusing symbols, and dif- 
ficult mathematics. Mr. Mandel’s text will be a helpful 
tool to the instructor and student in working on this 
job, as his “Statistics for Management” has been writ- 
ten with the frank and twofold aim of selling the stu- 
dent on statistics and of showing the student, in as 
simple a way as possible, the contributions statistics 
can make to the decision-making problems facing busi- 
ness managers today. Mr. Mandel was particularly well- 
advised to recognize that only the student who is first 
sold on a subject will learn. 

The reviewer liked Mr. Mandel’s logical presenta- 
tion of statistics. He starts, following the recognized 
pedagogical axiom of proceeding from the known to the 
new, by showing that statistical method is merely an 
adaptation of scientific method. Along this line, his 
presentation is organized into six steps: (1) clarifying 
the problem, (2) planning and organizing the survey, 
(3) collecting the needed data, (4) tabulating the data, 
(5) analyzing the data, (6) presenting the data. 

In accordance with the author’s expressed aim to 
keep within the realm of simplicity, he covers steps 1 
and 2 in his second chapter. Chapter 3 is devoted to a 
survey of the sources of secondary data that manage- 
ment might need to use. This topic, often overlooked in 
texts on statistical methods, is particularly desirable 
here because of the emphasis on uses of statistics by the 
business executive who is not a professional researcher. 


The section on organizing data for analysis (Chapter 
4) covers the usual topics of frequency distributions. 
Chapters 5 and 6 discuss averages and measures of vari. 
ability. 

The author wisely deferred his section on sampling to 
Chapters 7, 8, and 9, where he gives excellent coverage 
to this topic for the business man’s needs. Because of 
the widespread use by business of samples in fact-fing. 
ing, this section, including determination of sampling 
errors and risk, is desirable. 

The text is concluded by chapters on ‘Estimating by 
Correlation Analysis,” “Time Series Analysis and Fore- 
casting,” “The Use of Index Numbers,” and “Present. 
ing Statistics in Graphs and Tables.” Probably one of 
the most practical uses of statistics to business men is 
in knowing how to properly present statistical informa- 
tion in text, tabular, graphic, or derived number form, 
Although much information on these topics is available, 
it always has seemed to the reviewer that considerable 
emphasis in a course in business statistics should be on 
the topic of statistical presentation. The author sym- 
marizes this material in a very useful manner in Chap- 
ter 13. 

The final chapter is a summary of the book. Here the 
author shows sound pedagogical training by making 
reference to the objectives he mentioned in the begin- 
ning of the text and reviewing the manner in which 
these objectives were attained. 

At the end of each chapter the author gives problems 
which are illustrative of the main points covered, but 
are not too demanding in reference to the student’s 
time. Few, if any, of these problems should require the 
use of computers or other mechanical aids. 

Two additional observations occur to the reviewer: 


1. The author started by mentioning the six steps in 
a statistical investigation. Possibly he could have 
tied in a bit more obviously the rest of his text, 
organizationally, with these six steps. The student 
might wonder, for example, if sampling was part 
of collecting the needed data (step 3) or analyzing 
the data (step 5). The location in the text would 
suggest the latter. 

2. From a businessman’s standpoint, more emphasis 

might have been given to techniques of designing 
a questionnaire. This is 2a common assignment for 
junior business executives. 

As this text is not designed for the professional stat- 
istician, the author has eliminated many of the more 
theoretical and mathematical considerations. The stu- 
dent of business statistics, or the businessman seeking 
help in this field, will find the subject presented in a 
most acceptable and usable form. 

Davin W. THompson 
Partner 
Peat, Marwick, Mitchell & Co. 


Taxes 


Hovustin SHockey AND Henry W. Sweeney, Tax Ef- 
fects of Operating as a Corporation or Partnership 
(Englewood Cliffs: Prentice-Hall, Inc., 1957, pp. xi, 
321, $8.50). 


“Should the enterprise be operated as a corporation 


ot as a partnership?” This book is addressed to the solu- 
tion of that problem, primarily from a tax point of view. 

Inasmuch as the choice of business form involves a 
comparison between the tax features of corporation 
and of partnership, the most direct approach would be 
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toset the two entities side by side. That is the technique 
used in most of the many articles on this subject in the 
professional periodicals. But the authors seem to as- 
sume that two utterly different animals cannot be com- 
pared directly. (The reviewer still remembers how well 
certain debaters once came to grips with this problem 
of disparities when the subject was, ‘Resolved, That 
the horse is more useful than the step-ladder.”) As a 
result, virtually every chapter is devoted to some phase 
of corporate or of partnership taxation; and it is left to 
the reader to make his own comparisons and distinc- 
tions. He is, in effect, told: “If you operate as a corpora- 
tion, this is what you will find; if a partnership, this is 
what you will find.” In the final analysis, the reader can- 
not delegate his responsibility in making a choice. But 
a synthesis by experts of the standing of the authors 
would make the problem very much easier for users of 
Among the many areas where corporation and part- 
nership vary is the fact that tax-free reorganizations 
are available only to the former. That is but one of the 
points which must be considered. But this book devotes 
twelve of its twenty-five chapters to corporate reorgani- 
zations. A statistically-oriented reader might get the 
impression that half of his problem of choice evolves 
around the likelihood of a corporate reorganization. 
Within the limitations that they have imposed upon 
themselves, the authors have performed their function 
admirably. What the book lacks in organization it 
makes up for in clarity of presentation. For those cynics 
who believe that the intricacies of Subchapter K cannot 
be stated in intelligible prose, the answer is: ‘‘Here it 
is.” The danger is that simplification can lead to over- 
simplification. For example, on page 19 the dividends 
received deduction is said to be applicable to “most divi- 
dends received from other domestic corporations.” A 
corporation with dividends from foreign companies 
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might find itself deprived of a deduction if reliance were 
made on that simplified sentence that is not otherwise 
qualified. 

Another type of oversimplification may be found on 
page 142, where the authority for a statement is given 
as “P-H Federal Taxes (Off. Exp.).” A serious reader 
would be interested in knowing that ine authority ac- 
tually is the Ways and Means Committee Report that 
accompanied the 1954 bill, which report, with pertinent 
portions of the Senate Finance Committee and Confer- 
ence Committee Reports, comprises the “Off. Exp.” 
(the publisher’s phraseology). 

There is no unanimity as to the extent that citations 
should appear in a book. Shockey and Sweeney (or 
their publisher) appear to be of the school that believes 
that excessive footnotes disturb the reader. But an- 
other school of thought believes that authorities for 
statements should be given so that the reader may 
evaluate their reliability or vintage. Is that the opinion 
of the authors or of the United States Supreme Court? 
Is it some musty old Solicitor’s Opinion? There are few 
citations in this book other than the Code or regulations 
and yet there are cases and administrative rulings. It is 
no longer “the mew Code.” 

To one reader, the best portion of the book is the 
lucid account of the touchy subject of adjustments to 
basis of partnership assets. What this reviewer would 
most like to see included in a second edition would be a 
greatly amplified section on partnerships electing to be 
taxed as corporations. That is one of the most original 
areas of partnership concern, and to date it has not re- 
ceived the attention it deserves. 

A good book was marred with a poor index. 
Rosert S. HOLZMAN 
Professor of Taxation 

New York University 
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An outstanding new text in basic accounting and financial analysis 


ACCOUNTING AND THE ANALYSIS = 
OF FINANCIAL DATA 


EDISON E. EASTON 


Associate Professor of Business Administration 
Oregon State College 


BYRON L. NEWTON 


Prof of Busi Administration 


Oregon State College 


McGraw-Hill Accounting Series 
449 pages, $7.00 


A nontechnical introductory accounting text to help nonmajors understand the prin- = 


ciples and conventions behind the financial statement and make intelligent use of the 7 
financial report in business decisions. ; 


In the first seven chapters the authors deal with accounting principles, and then describe 7 
the problems arising from various types of owner equity. Special problems are con- ~ 
sidered in accounting for sales (departmental, installment, consignment, and branches), 
product costs, and taxes. Three chapters give a complete discussion of analysis of finan: ~ 
cial statements, Budgeting and forecasting problems are covered in a final chapter. 


The authors have attempted to include all of these principles and to emphasize the 
purpose of accounting and the meaning and limitations of financial statements. The 
text thus provides for: a rapid coverage of general accounting fundamentals . . . less 
emphasis on bookkeeping procedures, on complex bookkeeping problems, and on the 
manipulation of figures . . . more emphasis on theories, principles, and conventions, as 
well as on cost accounting, income taxes, and budgeting. 


A Student Workbook is available ($2.75). 


McGraw-Hill Book Company, Inc. 
- New York 36, N.Y. 
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